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TO OUR

As we passed the finish line of 2006, we

SHAREHOLDERS:

looked chk ata year where we completed
necessary changes to RTI's business
model. While our financial results were
disappoihting for the year, a great deal of
work was completed over the caurse of
2006 resdlting in several major agreements
that allow positive shifts in the wa',;s we
approach' and operate within, our markets.
These sh|fts have given us more control over
our destmy and a better opportunity to grow
our compalan\,r and return to profitability.

IMPROVED BUSINESS MODE(L

New Medtronic Sofamor Danek
Relationship

In the past, our business model revolved
primarily around one exclusive distributor

for spinal allografts—Medtronic Sofamor
Danek {MSD). As a result, the majority of our
business and our available donated tissue had
been tied into this one class of implants, With
no guaranteed minimums and low visibility
into long-term ordering and marketing, the
company’s forecasting was difficult at best and
our revenue experienced significant volatility.

In September 2006 we signed an amended
agreement with MSD that substantially
modified the broad exclusivity provisions which
prevented RTI from distributing allograft spinal
jimplants in the United States through other
channels. Instead of exclusivity, RT will set
priority on processing the implants ordered by
'MSD, using its best efforts to meet the needs
of MSD and its surgeons. However, we will
also enter new distribution agreements with
other spine distributors, which will allow us

to maximize the number of spinal implants we
deliver to this important market.

With the new agreement in place, RTI now
has much greater control over all aspects of its
business. We have developed new distributor
relationships and wider channels to distribute
excess tissue through all of our implant
segments—maximizing each gift of donation
and meeting the high demand for bialogics in
the market.

Brian K. Hutchison
Chairman, President and
\ N Chief Executtve Officer

Cryolife Service and Exchange Agreement

In the second half of 2006, we made the
decision to focus on our core business

of providing safe biological solutions for
orthopedics. In December 2006, we essentially
exchanged our cardiovascular business for
Cryolife, Inc.'s orthopedic sports medicing
business. On Jan. 1, 2007, RTI ceased
accepting donated human cardiovascular
tissues for processing. Throughout 2007, we
will distribute our remaining inventory of
cardiovascular tissues through ATS Medical.

Reduced recovenies of donated tissue have
been a major obstacle in our ability to be truly

- successful in the cardiovascular business.

Additienally, we lacked the development
resources to innovate or enhance the
cardiovascular business.

Through this agreement, we are better
positioned to meet the demand for our sports
medicine implants, sterilized through our
proprietary BioCleanse® process, prepared for
transplantation with best-in-class technologies
and maximized to help as many patients as
possible. Working diligently with our recovery
partners, we will now have the broadest reach
of any tissue organization dedicated to hiclogic
sports medicine implants.

REVENUE BY SEGMENT

(in millions }

Tutogen Sourcing Agreement

In November 2006 we signed a tissue sourcing
agreement with Tutogen Medical. Under

the terms of the new agreements, RTI will
have first right of refusal to all soft tissue

used in sports medicine surgeries recovered
by Tutogen's recovery partners. Tutogen, in
turn, will have first right of refusal to dermis,
fascia and pericardium recovered by RT| Danor
Services. )

Both the Cryolife and Tutegen agreements
are very important developments for RTI,
particularly as they retate to the momentum

that our sports medicine segment has achieved |

recently. With an experienced distribution
network in place, we anticipate that the
increased access to tissue and gur assembled
technology will allow us to continue to
leverage the gift of donation in this exciting
segment.

Doner Services

Our RTI Donor Services division has been
waorking diligently over the course of 2006 to
strengthen and expand our relationships in
the donation community, provide meaningful
services to our recovery agencies, hospitals
and other partners and provide donation
education and awareness to our communities.

[n November 2006, RT| Donor Services opened
a new Texas Division, based in Dallas. Our

RTI Donor Services staff has a significant
opportunity to offer needed tissue recovery
and placement, family support services,
professional education and community services
to the more than 200 hospitals in that service
area.

.+ Spinal Constructs: $35.1

.- Bone Graft Substitutes: $13.5
.. Sports Medicine: $15.0

...~ Cardiovascular: $5.6
..~ General Orthopedic: $1.0
.- Other revenues: $3.8

REVENUE BY YEAR

(in milions }

TOTAL:$74.0
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PART1

This Annual Report on Form 10-K and the documents incorporated by reference contain forward-tooking
statements that have been made pursuant to the provisions of the Private Securities Litigation Reform Act of
1995. These forward-looking statements are based on current expectations, estimates and projections about our
industry, our management's beliefs and certain assumptions made by our management. Words such as
“anticipates,” “expects,” “intends,” “ believes,” “seeks, "o

LI L1 [T LEIN Y "o

‘plans, estimates,” “requires,” “hopes,” “may,”
“assumes,” variations of such words and similar expressions are intended to identify such forward-looking
statements. Do not unduly rely on forward-looking statements. These statements give our expectations about
Juture performance, but are not guarantees of future performance and are subject to certain risks, uncertainties
and assumptions that are difficuit to predict; therefore, actual results may differ materially from those expressed
or forecasted in any such forward-looking statements. Forward-looking statements speak only as of the date they
are made, and unless required by law, we undertake no obligation to update publicly any forward looking
statements, whether as a result of new information, future events or otherwise.

Item 1. BUSINESS. .

Company Overview

We are a leader in the use of natural tissues and innovative technologies to produce orthopedic and other
surgical implants that repair and promote the natural healing of human bone and other human tissues and
improve surgical outcomes. We process human musculoskeletal and other tissue, including bone, cartilage,
tendon, ligament and dermal tissue in producing our allografts. We also process bovine tissue to produce our new
Sterling® xenograft line of products. Surgeons then use our products to repair and promote the healing of a wide
variety of bone and other tissue defects, including spinal vertebrae repair, musculoskeletal reconstruction,
fracture repair, repairs to the jaw and related tissues, and heart valve disorders, among other conditions. Our
products are distributed in all 50 states and in 13 other countries,

We provide a comprehensive portfolio of natural tissue products in a broad range of markets. We separate
our implants into five primary product lines within musculoskeletal and cardiovascular surgeries: spinal
constructs, sports medicine, bone graft substitutes, cardiovascular and general orthopedic revenues applications.
The following table outlines the product lines we serve and the amount and pcrccntagc of our revenues for the
years ended December 31, 2006, 2005 and 2004:

Year Ended December 31,

2006 .o 2005 2004
_ {In thousands)

Fees from tissue distribution: _
Spinalconstructs . ........ ... ... ... ..., $35,085 47.4% $35,084 46.7% $48,360 522%
Sportsmedicine .......... ... .. i i, 14,959 202% 10,545 14.0% 9,002 9.7%
Bone graft substitutes ..., ...................... 13,506 183% 1B,055 24.0% 23,539 254%
Cardiovascular . ........... ... .. . . ... 5,639 1.6% 7,653 10.2% 7,108 1.7%
Generalorthopedic ............................ 969 1.3% 1,000 1.3% 1,594 1.7%
Other revenues . .. ... .ttt ittt inannnnn 3,812 52% 2,862 38% 3,100 33%
Total . e $73,970 100.0% $75,199 100.0% $92,703 100.0%

For additional financial information concerning our operating ﬁcrformance, please refer to Management’s
Discussion and Analysis of Financial Condition and Resuits of Operations in Part 1, Item 7 of this report and our
Consolidated Financial Statements in Part II, Item 8 of this report and incorporated herein by reference.

We distribute our implants both within and outside the United States. Foreign distribution, primarily in
Korea and Europe, accounted for 7.2%, 6.3% and 5.7% of our revenues during the years ended December 31,
2006, 2005 and 2004, respectively.




We pursue a market-by-market approach to the distribution of our implants, and establish strategic
distribution arrangements in order to increase our penetration in selected markets. We have distribution
arrangements with Medtronic Sofamor Danek (“MSD”) and Blackstone Medical for spine implants, and MSD,
Exactech, Inc. and Pioneer Surgical for our allograft paste implants. We have an exclusive distribution
arrangement with ATS Medical, Inc., (“ATS") for the cardiovascular market. In the domestic sports medicine
and general orthopedic applications we have developed a direct distribution force. In all other markets that we
serve, we use a network of independent distributors,

As part of the tissue procurement process we rely on tissue recovery agencies to perform a risk assessment
on every potential donor, interview family members and evaluate the donor’s medical records. Blood collected
from each donor by the recovery agency is tested for the presence of viral or bacterial diseases. Bone tissue and

* soft tissue grafts are sterilized through our BioCleanse® process only after it has passed this screening by the

recovery agency and testing of the blood samples. Our BioCleanse® process is a patented tissue sterilization
process that is designed to add a measure of safety to our tissue implants by sterilizing the tissue and providing
surgeons and patients tissue implants that are free of spores, fungi, bacteria and viruses. The BioCleanse®
process is an automated, multi-step cleansing process which first removes blood and fats, then chemically
sterilizes the tissue, while maintaining the structural integrity and biocompatibility of the tissue. We believe that
BioCleanse® is the industry leading sterilization process and BioCleanse® is the only tissue sterilization process
that has been reviewed by the FDA.

We are an accredited member of the American Association of Tissue Banks, or AATB, a nationally
recognized association of the tissue banking industry. The accreditation covers the processing, storage and
distribution of musculoskeletal tissue for transplantation and research and informs users of our human tissue
implants that we are in compliance with the minimum safety guidelines of the association. Accreditation is for a
three-year term expiring in 2009,

We were incorporated in 1997 in Florida as a wholly-owned subsidiary of the Urlliversity of Florida Tissue
Bank, “UFTB”. We began operations on February 12, 1998 when UFTB contributed to us its allograft processing
operations, related equipment and technologies, distribution arrangements, research and development activities
and certain other assets. At the time of our initial public offering in August 2000, we reincorporated in the State
of Delaware. Our principal offices are located at 11621 Research Circle, Alachua, Florida, and our phone number
is (386) 418-8888. Our Intemmet address is www.rtix.com. Information included on our website is not
incorporated by reference in our Form 10-K. We make available, free of charge, on or through the investor
relations portion of our website, our annual.reports on Form 10-K, quarterly reports on Form 10-Q and current
reports on Form 8-K and amendments to such reports filed or furnished pursuant to Section 13(a) or }5(d) of the
Securities Exchange Act of 1934, as amended, as soon as reasonably practicable after we file such material with,
or furnish it to the Securities and Exchange Commission (“SEC™). These filings are also available on the SEC’s

" website at www.sec.gov. Also available on our website is our Code of Conduct, our Code of Ethics for Senior

Financial Professionals, and the charters for our Audit Committee, Compensation Committee and Nominating
and Governance Committee. Within the time period required by the SEC and Nasdag, we will post any
amendment to our Code of Ethics for our Senior Financial Professionals and any waiver of our Code of Conduct
applicable to our senior financial professionals, executive officers and directors. '

Industry Overview

Defects in bone and other human tissue can be caused by a variety of sources including trauma, congenital
defect, aging, infectious disease, cancer and other similar conditions. The prevalent method used to repair and
promote the healing of defective tissue is surgical intervention, principally through the use of surgical implants.
When considering a surgical procedure for tissue repair, surgeons and patients face a number of treatment
options including: '

* metals and synthetics; . . .

*  “xenograft” tissue;




e “autograft” tissue; and
*  “allograft” tissue.

Metals and Synthetics

Historically, the medical community has used metal and synthetic materials for implant procedures. Metal
and synthetic technologies, however, have several shortcomings. One of the principal drawbacks to the use of
these materials is that, despite best efforts, they do not facilitate the body’s natural tissue healing process known
as “remodeling.” Metal exhibits different properties than bone and one concem with its use in orthopedics is
“stress shielding,” where the bone adjoining the metal can become weak and fragile over time. This problem can
be of particular concern to elderly patients who are more likely to suffer from osteoporosis. Additionally, a
number of synthetics can wear away in the body, causing a negative immune system response. Other synthetics
can chemically break down over time with negatiyé biological and clinical consequences. Using metal and
synthetic products may also make it difficult to do a second surgery or revision. Finally, some metal and

synthetic products may need to be removed and/or replaced, requiring the risk, expense and inconvenience of a
second surgery.

Xenograft Tissue

Surgical procedures using xenograft tissue-based implants are common in many areas of medicine including
cardiac and vascular procedures, sofi tissue repair and wound care. Xenograft based products are also used in the
repair of bone defects in orthopedic surgery as carriers for Demineralized Bone Matrix and Bone Morphogenic
Protein products. The production of xenograft products involves recovering animal tissue, typically from cattle
(bovine) or pigs (porcine), and then transplanting that recovered tissue into a human patient. Xenografis are not
widely used in the United States as a direct bone graft substitute due to a higher risk of an adverse immune
system response and the perceived risk of disease transmission.

Regeneration chhﬁologies, Inc. has completed extensive animal model research to validate that the
BioCleanse® tissue sterilization process can be successfully appliéd (o xenograft tissues to mitigate these risks
and render xenograft tissue implants equivalent to the human tissue implants.

Autograft and Allograft Tissue

Surgeons are increasingly utilizing autograft and allograft tissue in their surgical procedures to take
adva:i't'age of their natiral healing characteristics. Autograft procedures involve a surgeon harvesting tissue from
one part of a patient’s body for transplant to another part of the body. In contrast to autograft, atlograft tissues are
recovered from deceased human donors, processed for certain intended uses and then transplanted by a surgeon
into the patient’s body to make the needed repair, . .
Autografts and allografts are not only “osteoconductive,” meaning they provide a scaffold for new bone to

attach itself to, but, in contrast to metals and some synthetics, can be “osteoinductive” as well, meaning they
stimulate the growth of new tissue. '

A significant drawback to autograft procedures is that they require an additional surgery to harvest the tissue
from a second site in the patient’s body. Often in autograft procedures, the site where the patient’s tissue is
harvested becomes painful and uncomfortable, and can take longer to heal than the primary surgical site.
Additional complications can involve infection, nerve and arterial injury and joint instability. Moreover, a patlem
may not have sufficient quantities of quality autograft tissue for transplant procedures.

We believe allograft is a superior surgical solution compared to autograft because the procedure involves

only the primary surgical site. However, historically there has been inadequate amounts of donated tissue to meet
the demand of the market for these implants.




Qur Products and Markets

We process tissue, including bone, cartilage, tendon, ligament, heart valves, and arteries and veins in producing our
line of proprietary implants. We separate our products into five primary product lines: spinal constructs, sports medicine,
bone graft substitutes, cardiovascular and general crthopedic. Our current implants range from allografts and xenografts
that are precision tooled for specific surgical applications to grafts conventionally processed for general surgical uses. The
following table summarizes our implants offerings in each of our product lines and the distribution of these implants,

' Product Line

Allografts

Distribution

Spinal Constructs

MD Series™ Threaded Cortical Bone Dowels
CORNERSTONE-SR® Cortical Block
CORNERSTONE™ ACSR, L.-ACSR, ASR and L-ASR
Cortical Blocks

CORNERSTONE™

RESERVE Contical Canceflous Ring, Assembled Cortical
Cancellous

CORNERSTONE™ SELECT Flbula Wedge
TANGENT® Impacted Cortical Wedge

PRECISION GRAFT™ Cortical Ring

CRESCENT™ Cortical Spacer

CORNERSTONE™

Conventional Allografts (unicortical, bicortical and
tricortical blocks; ilium block)

Interbody Conventional Allografts |

(cancellous block, bicortical block, tricortical ilium block,
patellar tricortical wedge, unicortical dowel)

Medtronic Sofamor Danck
{Domestic and Canada);
some independent
international distribution
(conventional allografis only)

Sports medicine

Adjustable Length Bone-Tendon-Bone

Pre-shaped bone-tendon-bone, Achilles tendons

Soft tissue tendons (gracilis, semitendinosus, tibialis)
Tendons with bone blocks {patellar and Achilles)
Meniscus grafts

HTO Wedge

Sterling® Interference Screw ST, Interference Screw HT
Sterling® Wedge

Our domestic direct
distribution force and
network of independent
distributors (domestic and
international)

Bone graft substitutes

BioSet™ RT
Allograft Paste, Allograft Paste, ICRT Paste IC Moldable
sirips and discs

RTI Allografi Paste

Demineralized bone matrix

Cancellous and cortical cancellous chips
Cancellous cubes

Sterling® Cancellous Chips, Cancellous Cubes

OSTEOFIL®

DBM Paste, RT DBM Paste, ICM Moldable Strip, RT ICM
Moldable Strip, IC Moldable Allograft Syringe

Regenafil® Injectable Bone Paste -

Regenaform® Moldable Bone Paste

Opteform® Moldable Bone Paste

Optefil™ Flowable Bone Paste

Qur domestic direct
distribution force and a
network of independent
distributors; Pioneer Surgical
Independent distribution
(International)

Our domestic direct
distribution force and a
network of independent
distributors; independent
international distribution
Medtronic Sofamor Danek
(Domestic and Canada)

Exactech, Inc.

Cardiovascular*

Cardiac (Valves, Conduit) '
Paiches / Hemi Arteries
Vascular (Veins, Arteries)

ATS Medical

General orthopedic and other

Femoral heads

Hium strips

Cortical and cortical cancellous strips
Shafts (femoral, tibial, fibular and humeral)
Whole / proximal / distal femur

Whole / proximal / distal tibia

Pericardium .

Our domestic direct
distribution force and
network of independent
distributors domestic and
internationally; Medtronic
Sofamor Danek {Domestic
and Canada)

* We no longer process cardiovascular tissue, and will discontinue distributions of cardiovascular products on

June 30, 2008.




Spinal Constructs

The spinal constructs market for allografts includes precision tooled implants utilized in spinal procedures.
Our principal spinal allografts are our patented MD Series™ Threaded Cortical Bone Dowels, our patent-pending
CORNERSTONE™ Machined Allografts, TANGENT® Impacted Cortical Wedges, PRECISION GRAFT™
Cortical Rings and CRESCENT™ Cortical Spacer. We also have composite allografts available for use in spinal
surgery including a full line of CORNERSTONE™ ASR and L-ASR cortical and cancellous composite grafts.
During 2006, we shipped over 66,000 spinal constructs allograft units, which accounted for $35.1 million of our
revenues. Our spinal constructs allografts are marketed domestically through our non-exclusive relationship with
Medtronic Sofamor Danek, or “MSD™,

Our MD-Series™ Threaded Cortical Bone Dowels are used to help restore the anatomical relationships in
the lumbar area of the spine between vertebral bodies and open spaces formed between vertebrae known as
neural foramen. Qur dowels are threaded, providing rigid interface with the vertebrae above and below allowing
the surgeon to provide greater stability to the surgical site. Our CORNERSTONE SR® Cortical Block is used in
the cervical area of the spine and is available in both paraltel and lordotic versions. Our TANGENT® Impacted
Cortical Wedge, CRESCENT™ Cortical Spacer and PRECISON GRAFT™ Cortical Ring allografts are
specially designed and contoured to promote stability and restore normal alignment in the lumbar spine.

In 2006 we received CE Marks for four xenograft spine implants. We have filed for premarket notification,
510(k), with the FDA for a xenograft lumbar implant which we expect to receive approval for in early 2007.

Sports Medicine

Many repetitive use and sports-related injuries can be addressed with allograft implants. The most prevalent
surgeries include repairs to the anterior cruciate ligament, or ACL in the knee, and rotator cuff, in the shoulder.
Our principal sports medicine allografts are tendons for ligament reconstruction and our meniscal allografts for
transplantation. Many of our sports medicine allografts utilize our patented pre-shape technology and are shaped
to fit surgeon’s requirements making them easier and/or faster to implant. During 2006, we shipped over 11,000
sports medicine allografts which accounted for $15.0 million of our revenues which included over 400 units and
$73,000 of revenues from Sterling® -interference screws derived from bovine tissue. Our sports medicine
products are marketed domestically through our direct distribution force and through our network of independent
distributors and internationally through a network of independent distributors. .

In 2004, we began using BioCleanse® to sterilize many of our soft tissue sports medicine allografts, which
have quickly become the preferred grafts in the market place.

In December 2003, we implanted the first tendons using our patented assembled technology.

During 2006 we introduced our first assembled tendon allografis for use in ACL reconstruction surgery. The
new assembled implant will significantly increase the supply of the bone tendon bone pre-shaped implant to help
us meet the growing demand for this surgery.

In December, 2006 we entered into an Exchange and Service Agreement with CryoLife, Inc. (“CryoLife™)
whereby we exchanged certain rights to our cardiovascular business with CryoLife in exchange for certain rights
related to CryoLife's orthopedic sports medicine business. Under the agreement, CryoL.ife, as of January 1, 2007
ceased accepling donated human orthopedic tissues for processing and will work to transition existing
arrangements for recovery of human orthopedic tissue to us. CryoLife will continue to distribute its existing
orthopedic tissue inventory through June 30, 2008. After that date, we will become entitled to distribute
CryoLife's remaining orthopedic tissue inventory through December 31, 2008. Under the Exchange and Service
Agreement, from July 1, 2008 through December 31, 2016, CryoLife has agreed not to market or solicit orders
for certain human orthopedic tissues for sports injuries.




Bone graft substitutes

Allograft Paste. Surgeons principally use our allograft paste tmplants, which are composed of
demineralized bone matrix (“DBM™) and biologic gel carrier, in fracture treatment, bone and joint reconstruction
and periodontal applications, such as ridge augmentation for dental implants. Our allograft paste implants are
marketed under Osteofil by MSD and the Optefil™, Opteform®, Regenafil® and Regenaform® brands with
Exactech and we distribute directly the BioSet™ family of paste products.

Milled Allograft and Xenograft. Our bone graft substitutes allografts business also includes certain types
of blended and milled bone allografts, such as our demineralized bone matrix, cortical cancellous chips and
ground cancellous chips, used in total hip and knee replacements and for various injuries. In 2006, we shipped
over 42,000 bone graft substitutes allografts units which accounted for $13.5 million of our revenues which
included approximately 1,000 units and $159,000 of revenues of milled xenograft implants.

During 2006 we received 510k premarket approval for BioSet XC a combination product including human
DBM and milled xenograft.

Cardiovascular

The cardiovascular allograft market includes transplantation of human heart valves and vascular tlssue as an
alternative to mechanical, synthetic or xenograft substitutes.

Our principal cardiovascular product is our heart valve allograft, which surgeons use to replace a patient’s
own heart valve during coronary surgery. During 2006, we shipped approximately 1,000 cardiovascular allograft
units, including heart valves and vascular tissue which accounted for $5.6 million of our revenues. We distribute
our cardiovascular allografts through an exclusive distribution agreement with ATS Medical.

In December, 2006 we announced an Exchange and Service Agreement with CryoLife, Inc. (“Cryolife”™)
whereby we exchanged certain rights to our cardiovascular business with CryoLife in exchange for certain rights
related to Cryol.ife’s orthopedic sports medicine business. As a result, effective January 1, 2007, we no longer
procure and process cardiovascular tissue, We will continue to distribute’ our existing cardiovascular tissue
inventory through June 30, 2008. After that date, CryoLife will become entitled to distribute our remaining
cardiovascular tissue inventory through December 31, 2008. Under the Exchange ‘and Service Agreement, from
July 1, 2008 through December 31, 2016 we have agreed not to market or solicit orders for human cardiac and
vascular tissues.

General Orthopedic

Conventional Allografts. Our conventional allograft business includes a wide variety of allograft
categories including our intercalary grafts, such as our frozen femoral heads which are used for cancer treatment

. procedures and hip and knee reconstruction. We also preduce various types of fashioned bone, such as wedges,

strips and shafts used for various orthopedic and sports medicine procedures. In 2006, we shipped over 2,000
general orthopedic allografts which accounted for $1.0 million of our revenues, In 2007 we expecl to make
available ¢ertain conventional xenograft implants to increase our distribution in this category. :

The BioCleanse® Tissue Sterilization Solution

We have developed and launched in the United States the patented BioCleansee tissve sterilization process,
which is an FDA reviewed, automated, pharmaceutical grade chemical sterilization process for musculoskeletal
bone and certain soft tissue. This process is fully validated to kill or inactivate all classes of conventional
pathogens, viruses, microbes, bacteria and fungi. Our BioCleansee process is able to remove greater than 99% of
the blood, fats, lipids and other unwanted materials from the tissue we process, a figure that is significantly in
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excess of traditional processing. We believe the removal of blood, fat, lipids and other unwanted materials results
in faster patient healing because it eliminates the need for the patient’s body to remove these substances using
natural processes following surgery. An important element of the BioCleanse® process is that while it removes
unwanted materials embedded within the tissue, it maintains the tissue’s structural integrity and compression
strength. Studies have shown that tissue sterilized with BioCleanse® maintains the same compression strength as
untreated tissue and has significantly greater compression strength than tissue treated with other sterilization
processes. '

Our BioCleanse® process is currently used on all of our hard-tissue allografts and xenografts and most of
our soft tissue products. In addition to the safety advantage of BioCleanse®, it provides us with a number of
significant research and development opportunities, including the ability to introduce bone-growth factors and
anti-bacterial, anti-viral and cancer fighting agents into our implants. :

Tissue Recovery

Tissue recovery is the actual removal of tissue from a donor only after receiving appropriate first person
consent. Consent is obtained by the tissue recovery group. We operate certain tissue recovery groups directly,
and contract with other FDA registered tissue recovery groups which specialize in this activity. Tissue recovery
personnel aseptically recover tissue within 24 hours for musculoskeletal tissue and 12 hours for cardiovascular
tissue following a donor's death, using surgical instruments and sterile techniques similar to those used in
hospitals for routine surgery. Recovered tissue is placed on wet or dry ice and then transported by the donor
recovery agency to the tissue processor or possibly a research institution. '

Under U.S. law, human tissue cannot be sold. However, the law permits the recovery of some costs, such as .

those involved in récovering, processing and storing tissue and costs related to the advancement of tissue
processing technologies, all types of activities in which we are involved. '

Our network of donor recovery groups recovers a variety of ‘tissue types from donors including the fibula,
femur, tibia, humerus, ilium, pericardium, fascia lata, dermis, tendons, ligaments, hearts for valves and blood
vessels, Once we receive tissue that has been screened at our tissue recovery centers, we re-screen this recovered
material to guard against transmittable diseases. This screening process includes evaluation of risk on the basis of
donor medical history, lifestyle, interviews with the donor’s family and physical examination of the donor. We
also perform biomedical testing and culturing at various stages during the processmg of tissue, using FDA
licensed tests and other tests for known viruses and pathogens.

We have rclationships with over thirty tissue donor centers across the country in 2006. Our three largest
donor recovery groups together recovered for the years ended December 31, 2006, 2005 and 2004 approximately
43%, 52%, and 51%, respectively. Southeast Tissue Alliance, or SETA (formerly the University of Florida
Tissue Bank, Inc.) supplied us for the years ended Décember 31, 2006, 2005 and 2004 with approximately 22%,
25%, and 27%, respectively, of our total tissue. RTI Donor Services, Inc.-Wisconsin supplied us for the years
ended December 31, 2006, 2005 and 2004 with approximately 11%, 13%, and 14%, respectively, of our total
tissue. Alabama Organ Center supplied us for the years ended December 31, 2006, 2005 and 2004 with
approximately 10%, 11%, and 9%, respectively, of our total tissue.

We continue to develop xenograft implants processed with bovine tissue. Grafts processed from xenograft
tissue are regulated by the FDA as devices and require approval or licenses from the FDA prior to marketing in
the United States. The source of our bovine tissue is an FDA regulated closed herd. Our xenograft implants, after
processing through BioCleansee, are deemed equivalent to our allograft implants with respect to functionality,
safety and incorporation. We believe the continued development of our xenograft implants will help us meet the
unmet demand for allograft and also allow us to develop new biological implants that cannot currently be made
due to structural limitations of human tissue.
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Marketing and Distribution

Qur allograft and xenograft products are distributed in all 50 states and in ten countries internationally. We
_pursue a market-by-market approach to distribution, including strategic relationships in selected markets, in order
to increase our penetration of these markets.

Our most sighiﬁcaht market is the spinal market, in which MSD is our principal distributor. Our distribution
and license agreement with MSD has a term expiring June 1, 2014 unless renewed. Under our current agreement
with MSD:

*+  We supply MSD with human allograft tissue and bone paste for spine surgery, using our best efforts to
meet the needs of MSD and its surgeons.

*  We are responsible for the processing of tissue and related regulatory compliance.

*  We license MSD to distribute these products. MSD has an exclusive license with respect to certain
specialty allograft products in the United States, Canada and Puerto Rico, and a non-exclusive license
with respect to other products.

» Inventories are carried by MSD,

*  MSD pays us a license and service fee ranging from 40% - 50% of listed average net distribution fee.
We pay MSD a 5% royalty based upon net revenues of our spinal allograft products distributed by other
U.S. distributors. '

*  We bill MSD directly. MSD payment terms to us are 30 days from the date of shipment, and we
recognize MSD’s licensing and servicing fees as revenue upon receipt of products by MSD.

We have amended our agreement with MSD several times during the periods covered by this report. Prior to
September 12, 2006, MSD had an exclusive right to distribute our precision tooled spinal allograft implants in
the United States and was required to make minimum purchases of exclusive products. The 2006 amendment
also modified the product and transfer fee schedules between us and MSD and provided us with certain
development and processing rights relating to jointly-owned intellectual property. Prior to December 15, 2005,
MSD had exclusive rights to distribute our spinal allograft paste products in the United States, Canada and
Puerto Rico. Prior to April 15, 2004, MSD had exclusive rights to distribute all our spinal products.

We distribute allografts we process for use in sports medicine through our direct distribution. Prior to
June 30, 2005, Swryker Endoscopy, a division 'of Stryker Corporation, served as the exclusive distributor for these
products in the United States. '

Exactech, Inc., or Exactech, is our principal distributor for allograft paste products for general orthopedic
'procedures. We also distribute these products through our own direct distribution force. Prior to December 15,
2005, Exactech was the exclusive distributor for these products. Under our licensing and distribution agreement
‘with Exactech, we remain responsible for processing and related regulatory compliance. Exactech is responsible
-for regulatory compliance related to its distribution. Exactech pays us license and service fees based on a
percentage of the listed average distribution fee for allograft paste used in non-spinal orthopedic procedures. We
also are required to pay Exactech a 3% royalty fee with respect to our moldable allograft pastes distributed by
others. The agreement is for an initial term expiring June 30, 2014, subject to earlier termination under certain
limited circumstances.

At the end of 2006, our domestic distribution organization consisted of four direct biologics representatives
~and 13 distributors with a combined total of more than 100 active representatives marketing our sports medicine
and general orthopedics tissues. Internationally, we have, 14 distributors that distribute our products through
approximately 75 representatives. This network distributes conventional tissue directly to hospitals and surgeons
in their exclusive territory. Representatives and distributors receive compensation for the revenues they generate
through commissions.




Prior to June 2006, C.R. Bard served as the exclusive distributor for our urclogical allograft implants. Under
our agreement with C.R. Bard, we shipped our urological allografts directly to C.R. Bard’s customers or to C.R.
Bard for their direct distribution. In return, we received reimbursement for shipping charges and a transfer fee as
a percentage of the amount charged to the customer. This agreement was terminated in June 2006 and we no
longer distribute products to this market.

In the cardiovascular market, we distribute cardiac and vascular tissue allografts through ATS Medical, using
approximately 36 representatives within the United States. Representatives receive compensation for their services
through commissions. In December, 2006 we announced an Exchange and Service Agreement with CryoLife whereby
we exchanged certain rights to our cardiovascular business with CryoLife in exchange for certain rights related to
CryoLife’s orthopedic sports medicine business. As a result, effective January 1, 2007, we no longer procure and
process cardiovascular tissue and on June 30, 2008 we will cease distribution of our cardiovascular products,

Research and Development

Our research and development costs for the years ended December 31, 2006, 2005 and 2004 were $5,403,
$5,003 and $3,838, respectively. In 2006, we continued to increase our investment in our R&D efforts by funding
new projects. Our scientists are focusing their studies on delivering optimal regenerative medicine solutions by
achieving higher levels of osteoinductivity and osteoconductivity through allograft and xenograft, as well as
expanding the uses of the BioCleanse® process technology to infuse healing pharmaceutical components into
allograft implants. We are focused on developing sophisticated processing technology to accelerale the
introduction of new tissue implants in all product lines and to continuously raise the bar for tissue safety.

We plan to continue to develop new implants and technologies within the spinal, sports medicine and
general orthopedic markets and to develop additional tissue-related technologies for other markets. We will do
this by building on our core technology platforms: BioCleanse®, precision machining, assembled grafts, and
tissue mediated osteoinduction. As of December 31, 2006, our research and development staff consisted of 39
professional and technical personnel with a full management team. The R&D team was instrumental in
developing and launching eight new products in 2006 including a new formulation for room temperature
moldable paste, three new cervical products, two new xenograft interference screw products, new xenograft chips
and cubes, and the clinical launch of the assembled bone-tendon-bone product.

In addition to our efforts to scale up the new assembled bone-tendon-bone product, we plan to launch five
new products in 2007. More than half of our new products will utilize xenograft tissue, which is consistent with
our strategy to grow our Sterling® product line. We will expand upon the ability of our BioCleanse® process to
render various tissues sterile, biocompatible and nonimmunogenic. We will expand our xenograft program to
other implant types and configurations.

We continue to develop our precision machined and assembled technology to produce novel implants
previously not possible due to the naturally occurring anatomical constraints of human tissue. Assembled
technology consists of the construction of implants from subassemblies enabling the processing of more implants
as well as more complex constructs for broader surgical indications. Our assembled technology allows us to
produce optimal implant configurations and expand the offering of allograft and xenograft tissues into previously
unmet applications. Additionally, tissue that was previously unusable due to anatomical limitations on bone
thickness, shape or quality can now be formed into new implants.

Intellectual Property

Our business depends upon the significant know-how and proprietary technology we have developed. To
protect this know-how and proprietary technology, we rely on a combination of trade secret laws, patents,
trademarks and confidentiality agreements. The effect of these intellectual property rights is to define zones of
exclusive use of the covered intellectual property.




_ include Tutogen Medical and Osteotech.

Our United States patent holdings include patents relating to or covering: BioCleanse®, our proprietary
method of cleaning, sterilizing and virally inactivating donor tissue; our MD-Series™ cortical bone dowel; soft
and caicified tissue implants; intervertebral spacers and other spinal implants; matrix compositions comprised of
muscle; the use of the interference screw technology; our segmentally demineralized graft; claims directed
toward our demineralized stent or conduit technology; methods and instruments for improved meniscus
transplantation; and materials and methods for improved bone- tendon-bone transplantation. Our foreign patent
holdings include: our MD-Series™ cortical bone dowel technology, our precision machined spinal implants, our
demineralized stent technology, and our BioCleanse® process. The duration of patent rights generally is 20 years

- from the date of filing of priority application, while trademarks, once registered, essentially are perpetual. We

also have patent applications pending in the U.S. (including continuation and divisional applications), and
corresponding foreign patent applications pending in various countries including, but not limited to, Canada,
Japan, Australia and the European Union. In'addition, we rely on our substantial body of know-how, including
proprietary tissue recovery techniques and processes, research and development, tissue processing and quallty
assurance.

No significant patents are expected to expire in the next five years.

Competitioh _

Competition in the tissue reconstruction and healing industry is intense and subject to rapid technological
change and evolving industry requirements and standards. Companies within the industry compele on the basis of
design of related instrumentation, efficacy of products, relationships with the surgical community, depth of range
of implants, scientific and clinical results, and pncmg Allograft and our xenograft implants compete with
autograft, metals and synthetic tissues.

Our principal competitors in the conventional allograft market include the Musculoskeletal Transplant
Foundation, or MTF, AlloSource ‘and LifeNet. Among our competitors in precision tooled allograft are

~ Ostectech, MTF, LifeNet, Allosource and Tutogen Medical. Other companies who process allograft pastes

include Osteotech, AlloSource, Isotis, Wright Medical Technologies, and MTF. We estimate that our market

- share, in conjunction with our related distributors, are: spinal constructs 28%; sport medicine 15%:; bone graft

substitutes 12%:; and general orthopedic 14%. Other companies who process and distribute xenograft tissue

v

Government Regulation

Government regulation plays a significant role in the processing and distribution of allografts. The recovery,
production, testing, labeling, storage, record keeping, approval, marketing, advertising and promotion of
allografts are governed or influenced by the Federal Food, Drug, and Cosmetic Act, the Public Health Service
Act, and/or other federal and state statutes and regulations. Failure to comply with applicable requirements could
result in fines, injunctions, civil penalties, recall or seizure of products, suspension of production, inability to
market current products, criminal prosecution, and/or refusal of the governmeit to authorize the marketing of
new products. In addition to being registered as a tissue bank with the FDA, we also are licensed by the states of
New York, Florida, California and Maryland. These states have regulations similar to the FDA covering donor
screening and tissue processing.

We currently market and distribute allografts that are subject to the FDA's “Human Tissue Intended for
Transplantation™ and Subparts A and B of “Human Cells, Tissues, and Cellular and Tissue-Based Products™
regulations. Under these regulations, we are required to perform donor screening and infectious disease testing
and to document this screening and testing for each donor from whom we process tissue. The FDA has authority
under the rules to inspect human tissue processing facilities, and to detain, recall, or destroy tissues for which
appropriate documentation is not available. We are not required to obtain pre-market approval or clearance from
the FDA for allografts that meet the regulallon s definition of “human tissue.”
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In January 2001, the FDA issued a final rule requiring tissue processors to register with the agency and list
their tissue products. We are currently an FDA registered tissue processor. The FDA published the “Good Tissue
Practices” (“GTPs”) Final Rule in November 2004, with full implementation in May 2005. The FDA also
published the Donor Eligibility Final Rule in 2004, with full'implementation in May 2005. We had anticipated
both regulations, and management believes that current processes are in compliance.

The FDA may regulate certain allografts as medical devices, drugs, or biologics, which would require that
we obtain approval or product licensure from the FDA. This would occur in those cases where the allograft is
deemed to have been “more than minimally manipulated or indicated for nonhomologous use.” In general,
“homologous use” occurs when tissue is used for the same basic function that it fulfilled in the donor. The
definitional criteria for making these determinations appear in the FDA’s rules. If the FDA decides that certain of
our current or future allografts are more than minimally manipulated or indicated for nonhomologous use, it
would require licensure, approval or clearances of those allografts. Allografts requiring such approval are subject
to pervasive and continuing regulation by the FDA. We would be required to list these allografts as a drug, as a

medical device, or as a biologic, and to manufacture them in specifically registered or licensed facilities in '

accordance with FDA regulation “Current Good Manufacturing Practices.” We would also be subject to post-
marketing surveillance and reporting requirements. In addition, our manufacturing facilities and processes would
be subject to periodic inspection to assess compliance with Current Good Manufacturing Practices. Depending on
the nature and extent of any FDA decision applicable to our allografts, further distribution of the affected
products could be interrupted for a substantial period of time, which would reduce our revenues and hurt our
profitability, Our labeling and promotional activities would be subject to scrutiny by the FDA and, in certain
instances, by the Federal Trade Commission. The export of drugs, devices and biologics is also subject to more
intensive regulation than is the case for human tissue products. ' ‘

In early 2002, we and other tissue processors were advised by the FDA that our bone paste allografts would
be subject to regulation as medical devices under the 510(k) pre-market notification process. We submitted the
required documentation to the FDA in August 2002 and in February 2005 we received clearance for both our
flowable and moldable allograft paste implants for orthopedic and spinal applications. '

Our xenograft implants are regulated by the FDA as medical devices and are subject to pre-market approval
or clearance by the FDA. We received 510(k) pre-market approval for three products in 2005 and two products in
2006. : :

Qur tissue processing generates by-products classified as medical hazardous waste ‘by the U.S.
Environmental Protection Agency and the Florida Department of Environmental Protection. All such by-products
must be segregated and properly disposed of in compliance with applicable environmental regulations. We
believe that we are in compliance with the various regulations we are required to follow. ‘

Employees . ' , . ' o

As of December 31, 2006, we had a total of 416 employees. The following chart shows the number of our
employees involved in the various aspects of our business:

Department : Number of Employees
Tissue Processing and Manufacturing ........ ... iiiiiiiiiiiaiiiiiii e 196
Tissue Recovery ........ e e e SR 84
Distribution and Marketing . . . ... ... ittt e e 30
Research and Development ................. S A .\ 39

General and Administrative ...... 67
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Item 1A. RISK FACTORS |

An investment in our common stock involves a high degree of risk. You should consider each of the risks and
uncertainties described in this section and all of the other information in this document before deciding to invest
in our common stock. Any of the risk factors we describe below could severely harm our business, financial
condition and results of operations. The market price of our common stock could decline if any of these risks or
uncertainties develop into actual events. You may lose all or part of the money you paid to buy our common
stock.

‘We depend heavily ﬁpon a limited nuniher of sources of human tissue, and any failure to obtain tissue
from these sources in a timely manner will interfere with our ability to process and distribute allografts,

The limited supply of human tissue has at times limited our growth, and may not be sufficient to meet our
future needs. In addition, due to seasonal changes in mortality rates, some scarce tissues that we use for our
allografts are at times in particularly short supply. Other factors, some of which are unpredictable, such as
negative publicity and regulatory actions in our industry also can unexpectedly reduce the available supply of
tissue. '

We rely on donor recovery groups for our human tissue supply. Donor recovery groups are part of relatively
complex relationships. They provide support to donor families, are regulated by the FDA, and are often affiliated
with hospitals, universities or organ procurement organizations. Our relationships with donor recovery groups,
which are critical to our supply of tissue, can be affected by relationships they have with other organizations.
Any negative impact of the regulatory and disease transmission issues facing the industry, as well as the negative
publicity that these issues create, could have an impact on our ability to negotiate favorable contracts with
recovery groups,

Qur three largest donor recovery groups together recovered for the years ended December 31, 2006, 2005
and 2004 approximately 43%, 52%, and 51%, respectively. Southeast Tissue Alliance, or SETA (formerly the
University of Florida Tissue Bank, Inc.) supplied us for the years ended December 31, 2006, 2005 and 2004 with
approximately 22%, 25%, and 27%, respectively, of our total tissue. RTI Donor Services, Inc.-Wisconsin
supplied us for the years ended December 31, 2006, 2005 and 2004 with approximately 11%, 13%, and 14%,
respectively, of our total tissue. Alabama Organ Center supplied us for the years ended December 31, 2006, 2005
and 2004 with approximately 10%, 11%, and 9%, respectively, of our total tissue. If we were to lose any one of
these three sources of tissue, the impact on our operating results would be material.

We cannot be sure that our supply of human tissue will continue to be available at current levels or will be
sufficient to meet our needs. If we are no longer able to obtain tissue from our current sources sufficient to meet
our needs, we may not be able to locate additional replacement sources of tissue on commercially reasonable
terms, if at all, Any interruption of our business caused by the need to locate additional sources of tissue would
significantly hurt our revenues. We expect our revenues would decline in proportion to any decline in tissue

supply.

If we fail to maintain our existing sirategic relationships or are unable to identify additional
distributors of our implants, eur revenues may decrease.

We currently derive the majority of our revenues through our relationships with two companies, Medtronic
Sofamor Danek, or MSD and Exactech, Inc. For the years ended December 31, 2006, 2005, and 2004 we derived
approximately 54%, 60% and 65% and 6%, 5% and 6% of our revenues from distribution by MSD and Exactech,
respectively. In addition, MSD provides nearly all of the instrumentation, surgeon training, distribution
assistance and marketing materials for our line of spinal allografts.
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Variations in the timing and volume of orders by MSD sometimes have had a material effect upon our
revenues. [f our relationship with MSD is terminated or reduced for any reason and we are unable to replace the
relationship with other means of distribution, we would suffer a material decrease in revenues.

We may need to obtain the assistance of additional distributors to market and distribute our new allografts
and technologies, as well as to market and distribute our existing allografts and technologies to new market
segments or geographical areas. We may not be able to find additional distributors who will agree to and
successfully market and distribute our allografts and technologies on commercially reasonable terms, if at all. If
we are unable to establish additional distribution relationships on favorable terms, our revenues may decline.

If third party payors fail to provide appropnate levels of reimbursement for the use of our implants,
our revenues would be adversely affected.

Political, economic and regulatery influences are subjecting the healthcare industry in the United States to
fundamental change. Any new federal or state legislation could result in significant changes in the availability,
delivery, pricing or payment for healthcare services and products. While we cannot predict what form any new
legislation will take, it is possible that any significant healthcare legislation, if adopted, could lower the amounts
paid to us for our services, which would decrease our revenues.

Our revenues depend largely on the reimbursement of patients’ medical expenses by government health care
programs and private health insurers. Governments and private insurers closely examine medical procedures
incorporating new technologies to determine whether the procedures will be covered by payment, and if so, the
level of payment which may apply. We cannot be sure that third party payors will continue to reimburse us at
current levels.

If we fail to maintain the high processing standards that our implants require or if we are unable to
develop processing capacity as required, our commercial opportunity will be reduced or eliminated.

Our implants require careful calibration and precise, high-quality processing. Achieving precision and
quality control requires skill and diligence by our personnel. If we fail to achieve and maintain these hlgh
processing standards, including avoiding processing errors, design defects or component failures:

* we could be forced to recall, withdraw or suspend distribution of our implants;

* our implants and technologies could fail quality assurance and performance tests;

« production and deliveries of our implants could be delayed or cancelted; and

* . our processing costs could increase.

Further, to be successful, we will need to manage our human tissue processing capacity related to tissue
recovery and demand for our allografts. It may be difficult for us to match our processing capacity to demand due
to problems related to yields, quality control and assurance, tissue availability, adequacy of control policies and
procedures, and lack of skilled personnel. If we are unable to process and produce our implants on a timely basis,

at acceptable quality and costs, and in sufficient quantities, or if we experience unanticipated technological
problems or delays in processing, it will reduce our revenues and increase our cost per allograft processed.

Our allograft and xenograft implants and technologies could become subject to significantly greater
regulation by the FDA, which could disrupt our business.

The FDA and several states have statutory authority to regulate allograft pméessing and allograft-based
materials. The FDA could identify deficiencies in future inspections of our facilities or promulgate future
regulatory rulings that could disrupt our business, hurting our profitability.

For example, in mid-2001, the FDA reviewed our BioCleanse® process after the FDA raised concerns about
the process. While the FDA concluded that the compliance portion of its review of our BioCleanse® process in
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January 2002 and determined we were in compliance with existing FDA requirements and that no regulatory
action was warranted, the possibility always exists that the FDA could raise concerns with these or other aspects
of our business. The FDA’s decision, that no regulatory action was warranted, does not constitute a formal
approval of our BioCleanse® process and the FDA is free to raise the same or similar concerns in the future.

If any of our allografts fall under the FDA’s definitions of “more than minimally manipulated or indicated
for nonhomologous use,” we would be required to obtain medical device approval or clearance or biologics
licenses, which could require clinical testing. Disapproval of our license applications and restricted distribution
of any of our allografts, which may become subject to pre-market approval, may result. The FDA could require
post-market testing and surveillance to monitor the effects of such allografts, could restrict the commercial
applications of these allografts, and could conduct periodic inspections of our facility and our suppliers’
facilities. Delays encountered during the FDA approval process could shorten the patent protection period during
which we have the exclusive right to commercialize such technologies or could allow others to come to market
with similar technologies before us.

FDA regulations of human cellular and tissue-based products, titled “Good Tissue Practices,” became
effective as of May 2005. These regulations cover all stages of allograft processing, from procurement of tissue
to distribution of final allografts. These regulations may increase regulatory scrutiny within our industry and lead
to increased enforcement action which affects the conduct of our business. In addition, the effect of these
regulations may have a significant effect upon recovery agencies which supply us with tissue and increase the
cost of recovery activities. Any such increase would translate into increased costs to us, as we relmburse the
recovery agencies based on their cost of recovery.

Other regulatory entities include state agencies with statutes covering tissue banking. Of particular relevance
to our business are regulations issued by Florida, New York, California and Maryland. Most states do not
currently have tissue banking regulations. However, recent incidents of allograft related infections in the industry
may stimulate the development of regulation in other states. It is possible that others may make allegations
against us or against donor recovery groups or tissue banks, including those with which we have a relationship,
about non-compliance with applicable FDA regulations or other relevant statutes and regulations. Allegations
like these could cause regulators or other authorities to take investigative or other action, or could cause negative
publicity for our business and our industry.

Some of our implants in development will contain tissue derived from animals, commonly referred to as
‘xenografts. Xenograft implants are medical devices that are subject to pre-market approval or clearance by the °
FDA. We received FDA clearance on several xenograft implants in 2005 and 2006. However, we may not
receive FDA approval or clearance to market new implants as we attempt to expand lhe quantity of xenograft
lmplanls available for distribution.

The allograft industry is subject to additional local, state, federal and lnterné_tiona! government
regulations and any increased regulations of our current or future activities could significantly increase
the cost of doing business, thereby reducing our prefitability.

Some -aspects of our business are subject to additional local, state, federal or international regulation.
Changes in the laws or new interpretations of existing laws could negatively affect our business, revenues or
prospects, and increase the costs associated with conducting our business. In particular, the procurement and
transplantation of allograft tissue is subject to federal regulation under the National Organ Transplant Act, or
NOTA, a criminal statute that prohibits the purchase and sale of human organs, including bone and other tissue.
NOTA permits the payment of reasonable expenses associated with the transportation, processing, preservation,
quality control and storage of human tissue, which are the types of services we perform. If in the future NOTA
were amended or interpreted in a way that made us unable to include some of these costs in the amounts we
charge our customers, it could reduce our revenues and therefore hurt our business. It is possible that more
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restrictive interpretations or expansions of NOTA could be adopted in the future which could require us to
change one or more aspects of our business, at a substantial cost, in order to continue to comply with this statute.

A variety of additional local, state, federal and international government laws and rcgulations govern our
business, including those relating to the storage, handling, generation, manufacture and disposal of medical
wastes from the processing of tissue. If we fail to conduct our business in compliance with these laws and
regulations, we could be subject to significant liabilities, We could be subject to significant liabilities arising
from hazardous biological materials for which our insurance may not be adequate. Moreover, such insurance may
not always be available in the future on commercially reasonable terms,-if at all. If our insurance proves to be
inadequate to pay a damage award, we may not have sufficient funds to do so, which could harm our financial
condition and liquidity. ‘

. Our success will depend on the continued acceptance of our allograft and xenograft implants and
technologies by the medical community. : : -

Our new allograft and xenograft implants, technologies or enhancements to-existing implants may never
achieve broad market acceptance, which can be affected by numerous factors, including:

" lack of clinical acceptance of our implants and tcchnologles

* introduction of competitive tissue repair trcatment options Wthh render our implants and technologleS-

too expensive or obsolctc
* lack of availability of third-party reimbursement; and

»+ difficulty training surgeons in the use of our tissue implants and technologies.

Market acceptance will also depend on our ability to demonstrate that our existing and new implants and
technologies are an attractive altemative to existing tissue repair treatment options. Our ability to do so will
depend on surgeons’ evaluations of the clinical safety, efficacy, ease of use, reliability and cost- effectiveness of
these tissue repair options and technologies. For example, we believe that some in the medical commumty have
lingering concerns over the risk of disease transmission through the use of allografts. ‘

_ Furthermore, we believe that even if the medical community generally -aceépts our implants and
technologies, recommendations and endorsements by ‘influential- surgeons will -be important to their broad

commercial success. If our implants and technologies are not broadly accepted in the marketplace, we may not.

achieve a compctmve posmon in the market
1 Lt '
Rapld technological changes w1|l affect us and our customers, which could result in reduced demand
for our products.

Technologies change rapidly in our industry. For example, steady improvements have been made in
synthetic human tissue substitutes which compete with our tissue implants. Unlike allografts, synthehc tissue
technologies are not dependent on the availability of tissue. If one of our competltors succcsafully introduces
synthetic technologies using recombinant technologies, which stimulate the growth of tissue surrounding an
implant, it could result in a decline in demand for tissue implants. We may not be able to respond effectively to
technological changes and emerging industry standards, or to successfully identify, develop or support new
technologies or enhancements to existing implants in a tlmely and cost-effective manner, if at all. If we are
unable to achieve the improvements in our implants necessary for their successful commercnallzatmn the
demand for our implants will suffer. . . . L .
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We face intense competition, which could result in reduced acceptance and demand for our implants
and technologies.

The medical technology/biotechnology industry is intensely competitive. We compete with companies in
the United States and internationally that engage in the development and production of medical technologies and
processes including:

* biotechnology, orthopedic, pharmaceutical, biomaterial and other companies;
» academic and scientific institutions; and

* public and private research organizations.

Many of our competitors have much greater financial, technical, research, marketing, distribution, service and
other resources than we have. Moreover, our competitors may offer a broader array of tissue repair treatment products
and technologies or may have greater name recognition than we do in the marketplace. For example, we compete with
a number of divisions of Johnson & Johnson, a company with significantly greater resources and brand recognition
than we have. Our competitors, including several development stage companies, may develop or market technologies
that are more effective or commercially attractive than ours, or that may render our technologies obsolete. For
example, the successful development of a synthetic tissue product that permits remodeling of bones could result in a
decline in the demand for allograft and xenograft-based products and technologies.

If we do not manage the medical release of donor tissue inte processing in an effective and efficient
manner, it could affect our profitability.

There are many factors which affect the level and timing of donor medical releases, such as effectiveness of
donor screening performed by our donor recovery groups, the timely receipt, recording and review of required
medical documentation, and employee loss and turnover in our medical records department. Some of our donor
recovery groups are also processors who provide us with partially processed tissues which they have already
determined to be medically suitable for processing. Therefore, these sources provide a higher level of
documentation than those that perform donor recovery alone. We can provide no assurance that releases will
occur at levels which maximize our processing efficiency and minimize our cost per allograft processed.

Negative publicity concerning methods of human tissue recovery and screening of donor tissue in our
industry could reduce demand for our allografts and impact the supply of available donor tissue,

Media reports or other negative publicity concerning both improper methods of tissue recovery from donors
and disease transmission from donated tissue could limit widespread acceptance of our allografts. Unfavorable
reports of improper or illegal tissue recovery practices, both in the United States and internationally, as well as
incidents of improperly processed tissue leading to transmission of disease, may broadly affect the rate of future
tissue donation and market acceptance of allograft technologies.

Potential patients may not distinguish our éllografts, technologies and the tissue recovery and the processing
procedures we have in place, from those of oiir competitors or others engaged in tissue recovery. In addition,
families of potential donors may become reluctant to agree to donate tissue 1o for-profit tissue processors.

_ During 2006 our levels of tissue recovered from donors declined due to negative publicity surrounding our
recall of tissue in 2005 as a result of improper recovery practices by an unaffiliated recovery agency.

If our patents and the other means we use to protect our intellectual property prove to be inadequate,
our competitors could exploit our intellectual property to compete more effectively against us,

The law of patents and trade secrets is constantly evolving and often involves complex legal and factual
questions. The U.S. government may deny or significantly reduce the coverage we seek in our patent applications
before or afier a patent is issued. We therefofe cannot be sure that any particular patent we apply for will be
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issued, that the scope of the patent protection will be comprehensive enough to provide adequate protection from
similar technologies which may compete with ours, that interference proceedings regarding any of our patent
applications will not be filed, or that we will achieve any other competitive advantage from a patent. In addition,
it is possible that one or more of our patents will be held invalid if challenged or that others will claim rights in or
ownership of our patents and other proprietary rights. If any of these events occur, our competitors may be able
to use our intellectual property to compete more effectively against us.

Because patent applicatiohs are secret until patents are actually issued (or until 18 months after a patent
application has been filed) and the publication of discoveries in the scientific or patent literature lags behind
actual discoveries, we cannot be certain that our patent application was the first application filed covering a
particular invention. If another party’s rights to an invention are superior to ours, we may not be able to obtain a
license to use that party’s invention on commercially reasonable terms, if at all. In addition, our competitors,
many of which have greater resources than we do, could obtain patents that will prevent, limit or interfere with
our ability to make use of our inventions either in the United States or in international markets. Further, the laws
of some foreign countries do not always protect our intellectual property rights to the same extent as the laws of
the United States. Litigation or regulatory proceedings in the United States or foreign countries also may be
necessary to enforce our patent or other intellectual property rights or to determine the scope and validity of our
competitors’ proprietary rights. These proceedings can be costly, result in development delays, and divert our
management’s attention from our business.

‘We also rely upon unpatented proprietary techniques and processes in tissue recovery, research and
development, tissue processing and quality assurance. It is possible that others will independently develop
technology similar to ours or otherwise gain access to or disclose our proprietary technologies. We may not be
able to meaningfully protect our rights in these proprietary technologies, which would reduce our ability to
compete.

In 1996, a law was passed in the United States that limits the enforcement of patents covering the
performance of surgical or medical procedures on a human body. This law prevents medical practitioners and
health care entities who practice these procedures, not otherwise covered by a patented procedure, from being
sued for patent infringement. Depending upon how these limitations are interpreted by the courts, they could
have a material adverse effect on our ability to enforce any of our proprietary methods or procedures deemed to
be surgical or medical procedures. '

Qur success will depend in part on our ability to operate without infringing on or misappropriating
the proprietary rights of others, and if we are unable to do so we may be liable for damages.

We cannot be certain that U.S. or foreign patents or patent applications of other companies do not exist or
will not be issued that would prevent us from commercializing our allografts and technologies. Third parties may
sue us-for infringing or misappropriating their patent or other intellectual property rights. Intellectual property
litigation is costly. If we do not prevail in litigation, in addition to any damages we might have to pay, we could
be required to stop the infringing activity or obtain a license requiring us to make royalty payments. It is possible
that a required license will not be available to us on commercially acceptable terms, if at all. In addition, a
required license may be non-exclusive, and therefore our competitors may have access to the same technology
licensed to us, If we fail to obtain a required license or are unable to design around another company’s patent, we
may be unable to make use of some of the affected technologies or distribute the affected allografts which would
negatively impact our revenues.

On September 11, 2006 Osteotech, Inc. filed a lawsuit in the United States District Court for the District of
New Jersey claiming infringement of one of their patents by our BioCleanse® process. The suit requests 1) that
we be enjoined permanently from infringing the patent, 2) damages, along with treble of damages as a result of
alleged willful infringement, and 3) reimbursement of costs and expenses and reasonable attorney fees. Although
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we believe the suit is without merit and will vigorously defend our position, a-finding of infringement would
have a material adverse effect upon our revenues.

‘We or our competitors may be exposed to product liability claims which could cause us to be liable for
damages or cause investors to think we will be liable for similai claims in the future.

The development of allografts and technologies for human tissue repair and treatment entails an inherent
risk of product liability claims, and substantial product liability claims may be asserted against us. We are party
to a number of legal proceedings related to product liability. We currently have $20 million of product liability
insurance to cover claims. This amount of ipsurance may not be adequate for current claims if we are not
successful in our defenses, and furthermore, we may not have adequate insurance coverage for any future claims
that arise. Moreover, insurance covering our business may not always be available in the future on commercially
reasonable terms, if at all, If our insurance proves to be inadequate to pay a damage award, we may not have
sufficient funds to do so, which would harm our financial condition and liguidity. In addition, successful product
liability claims made against one of our competitors could cause claims to be made against us or expose us to a
perception that we are vulnerable to similar claims. In addition, claims against us, regardless of their merit or
potential outcome, may also hurt our ability to obtain surgeon endorsement of our allografts or to expand our
business. '

We have been named as a party, along with a number of other defendants, in product liability lawsuits
relating to the recall of tissue recovered by Biomedical Tissue Service, Ltd., an unaffiliated recovery agency
(“BTS™). There have been 384 law suits filed related to the recall of which 8 law suits have been dismissed. On
October 20, 2006, the Company filed a joint motion to dismiss the claims based on scientific evidence that it is
impossible for sterilized tissue to transmit infections to implant recipients. These lawsuits generally allege that
we were negligent in not discovering deficiencies in recovery practices at BTS and include related claims for
matters such as misrepresentation and breach of warranty. Where specific damages have been identified, the
actions seek compensatory damages in ranges of $15,000 to $5 million and punitive damages in ranges of
$75,000 to $10 million.

We believe (hat we have meritorious defenses to these possible claims, and are defending them vigorously.
In addition, we belicve our existing insurance should cover all litigation expenses and damage awards, if any.
However, our insurance coverage may not be adequate if we are not successful in our defenses.

If we are not successful in expanding our distribution activities into international markets, we will not
be able to pursue one of our strategies for increasing our revennes.

Our current and planned intemmational distribution strategies vary by market, as well as within each country
in which we operate. For example, we distribute only a portion of our line of allograft and xenograft products
within each country, Qur international operations will be subject to a number of risks which may vary from the
risks we face in the United States, including:

* the need to obtain regulatory approvals in additional foreign countries before we can offer our implants
and technologies for use; . :

* longer distribution-to-collection cyclés, as well as difficulty in collecting amounts owed to us;
« dependence on local distributors;
« limited protection of intellectual property rights;

~* fluctuations in the values of foreign currencies; and

= political and economtc instability.
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The value of our investment in Organ Recovery Systems, Inc. is dependent on the financial success of
this venture.

]

We own 1,285,347 shares of convertible preferred stock issued by Organ Recovery Systems, Inc., or ORS, a
privately, held company, for which the purchase price was $5.25 million. ORS is organized for the purpose of
advancing organ transplantation technology. Realization of our investment in ORS is depcndcnt upon ORS’s
successful execution of its operational strategics and the continued industry acceptance of its current and future
product developments.

In the fourth quarter of 2006 we wrote down our investment in ORS by $4.1 million due to an other than
temporary impairment in the asset. If ORS does not successfully execute its operational strategies and recognize
long-term profitability, the value of our investment could be further impaired which could have a negative effect
on our financial statements for the period in which the impairment occurs. '

Item 1B. UNRESOLVED STAFF COMMENTS.
Not applicable.

Item 2. PROPERTIES.

Qur physical facilities, located in Aldchua, Florida, near metropolitan Gainesville, include three buildings

on approximately 21 acres of property that we own, including a 65,000 square foot processing facility, a 50,000
square foot office building and a 20,000 square foot commons building. These facilities include 30 clean-rooms
for tissue processing and packaging, eight single-donor BioCleanse® process sterilization chambers, freezers for
storage of tissue and laboratory facilities. Our processing facility meets the FDA’s Current Good Manufacturing
Practices requirements and it allows us to mect the requircments of an FDA approved mcdlcal device

_ manufacturer.

We currently have a separate BioCleanse® processing unit and laboratory operations in approximately 6,500
square feet of leased space related to xenograft processing and research. The lease expires on January 31, 2009.
The monthly rent is approximately $9,000.

1

We also lease additional storage facilities in Alachua. The lease expires July 31, 2007. The monthly rent is
approximately $3,100.

Our wholly owned subsidiary, Regeneration Technologies, Inc..—Cardiovascular operates from a lcased
space comprising 9,745 square feet. The lease expires April 2009. The monthly rent is approximately $11,000.
Since we are exiting the cardiovascular business we are attempting to .assign our lease and sell leasehold
improvements and equipment with a book value of $3.6 mitlion at December 31, 2006.

We also lease space at five of our recovery group locations throughout the United States. The aggregate
monthly rent for all five locations is approximately $21,000.

Item3. LEGAL PROCEEDINGS.

We are, from time lo time, involved in litigation relating to claims arising out of our operations in the
ordinary course of business. We believe that none of these claims that were outstanding as of December 31, 2006
will have a material adverse impact on our financial position or results of operations. :

In addition, we have been named as a party, along wnth a number of other dcfcndants in product llabl]uly
lawsuits relating to the recall of tissue recovered by Biomedical Tissue Service, Ltd., an vnaffiliated recovery
agency (“BTS”). There have been 384 law suits filed related to the recall of which 8 law suits have been
dismissed. On October 20, 2006, the Company filed a joint motion to dismiss the claims based on scientific
evidence that it is impossible for sterilized tissue to transmit infections to implant recipients. These
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lawsuits generally allege that we were negligent in not discovering deficiencies in recovery practices at BTS and
include related claims for matters such as misrepresentation and breach of warranty. Where specific damages
have been identified, the actions seck compensatory damages in ranges of $15,000 to $5 million and punitive
damages in ranges of $75,000 to $10 million. We believe that we have meritorious defenses to these possible
claims, and are defending them vigorously. :In addmon we believe our existing lnsurance should cover all
litigation cxpenses and damage awards, if any. However, our insurance coverage may not be adequate if we are
not successful in our defenses.

On September 11, 2006 Osteotech, Inc. filed a lawsuit in the United States District Court for the District of
New Jersey claiming infringement of one of their patents by our BioCleanses process. The suit requests 1) that
we be enjoined permanemly from infringing the patent, 2) damages along with treble damages as a result of
alleged willful infringement, and 3) relmbursement of costs and expenses and reasonable attorney fees. We
believe the suit is without merit and will vxgorously defend our position.

We did not incur any penalties undpr Sections 6662(h), -groés valuation misstatements, 6662A,
understatements with respect to reportable transactions, or 6707A, failure to include reportable transactions, of
the Internal Revenue Code during the year ended December 31, 2006.

Item 4. SUBMISSION OF MATTERS TO A VOTE OF SECURITY HOLDERS.

None.

Additional Information ;

The follou;irig information is furnished in this Part I pursuant to Instruction 3 to Item 401(b) of Regulation
S-K. :

Executive Officers of the Company

Our executive officers and their respective ages and positions as of the date of this report and their previous

business experience are as follows: ' o

NAME ﬁ POSITION WITH THE COMPANY

Brian K. Hutchison .... 47 Chairman, Pfesident and Chief Executive Officer

Thomas F.Rose ...... 56 Vice President, Chief Financial Officer and Sec:eta'ry

Roger W.Rose ....... 47  Executive Vice President, _

Caroline Hartill . ... ... 50  Vice President of Quality Assurance and Regulatory Affairs

Joseph W.Condon .... 45 Vice President of Operations

TaraL.Zerby ........ 45  Vice President, Assistant to the Chairman

Carolyn Shaffer . ... ... 44  Vice President of Human Resources and Organizational Development

Brian K. Hutchison has served as our President and Chief Executive Officer since December 2001, and
became Chairman of the Board in: December 2002. Prior to this time, he served 12 years in various positions for
Stryker Corporation, a leading worldwide medical services company; most recently as vice president of
worldwide product development and distribution and previously as senior vice president and chief operating
officer for Stryker Howmedica’s Osteonics Division. Mr. Hutchison earned a bachelor’s degree in business
administration from Grand Valley State University. He also completed ‘the Program for Management
Development from Harvard Busmess School.

Thomas F. Rose has served as our Vice President, Chief Financial Officer and Secretary since May 2002,
Mr. Rose served the previous ten years as vice president and chief financial officer at A, M. Todd Group, an
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international flavor and fragrance company. From 1988 to 1991, Mr. Rose was vice president and corporate
controller for Sotheby’s Holdings Inc. in New York. Prior to this, Mr. Rose was an audit partner with Emst &
Whinney (currently Ernst & Young) in New York, providing--aiudit, tax and consulting services for clients in a
variety of industries for 15 years. Mr. Rose eamed a bachelor’s degree in business administration from Western
Michigan Universily.

Roger W. Rose has served as our Executive Vice President since October 2004 and our Vice President of
Distribution, Marketing and Donor Services since December 2002. Prior to joining us in October 2002, Mr. Rose
served seven years in various positions with Stryker Corporation, including vice president of sales and vice
president of marketing for Stryker’s medical division. Mr. Rose also has extensive experience in healthcare sales
and marketing with 20 years of service with healthcare companies such as Stryker, Johnson & Johnson, Herman
Miller and Nellcor. Mr. Rose holds a bachelor’s degree in business administration from Western Michigan
University,

Caroline A. Hartill has served as our Vice President of Quality Assurance and Regulatory Affairs since
December 2002 and our Exccutive Director of Quality Assurance and Regulatory Affairs since October 2001.
Prior to that, Ms. Hartill was an independent consultant working with biotechnology and medical device
companies worldwide. Ms. Hartill earned a bachelor’s degree in health sciences from Birmingham University in
England, as' well as a master’s degree in management from the University of Wolverhampton in England.
Ms. Hartill has also earned master’s level credits in sterilization science from Manchester University.

Joseph W. Condon has served as our Vice President of Operations since June 2003. From March 2000 until
2003, he served as vice president of operations for Stryker Howmedica Osteonics. Mr. Condon has 15 years of
experience running manufacturing facilities for Stryker Howmedica Osteonics and Stryker Medical, as well as
Atwood Automotive and KL Spring and Stamping Corporation. Mr. Condon earmed a bachelor’s degree in
mechanical engineering from University of Illinois at Chicago and a master’s in business administration from
linois Institute of Technology.

Tara L. Zerby has served as our vice president, assistant to the Chairman since August 2006, Ms. Zerby
joined the Company in November 2004 as general manager of RTI—Cardiovascular, formerly the Alabama
Tissue Center. Ms. Zerby brings with her over 20 years of experience in sales, marketing and management in the
medical device industry. Prior to her current position, Ms. Zerby operated her own consulting firm, assisting
start-up medical device companies. Ms. Zerby was also the executive director of marketing and clinical
applications for Stereotaxis, Inc., business unit director, surgical systems and director of global sales for
Cryocath Technologies. Ms. Zerby eamed an MBA from University of Wisconsin, an MA from Georgia State
and a BA from Wake Forest. -

Carolyn Shaffer was named vice president of human resources and organizational development in March
2007. Previously, Ms. Shaffer served as director of human resources and organizational development since May
2003. Ms. Shaffer previously served as director of organizational development and leadership from October
2002, Ms. Shaffer joined us as manager of training in 1999. Prior to that, Ms. Shaffer worked with GE Capital,
holding various management roles in their Retailer Financial Services division. Ms. Shaffer earned her master’s
degree in business administration from the University of Nebraska and a bachelor’s degree in economics from
Fairfield University. Ms. Shaffer is also a graduate of GE’s Financial Management program.
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' PARTII

Item 5. MARKET FOR REGISTRANT’S COMMON EQUITY RELATED STOCKHOLDER
MATTERS AND ISSUER PURCHASES OF EQUITY SECURITIES

Market Information and Holders

Our common stock is quoted on the Nasdaq Stock Market under the symbol “RTIX.” The following table
sets forth the range of high and low sales prices for our common stock for each quarterly penod in the last two

fiscal years.
h

2005 - ?; : Migh  Lew

Fitst Quarter .......... . IO B $11.72  $9.60
Second QUarter .......... ... i e $10.62 35.60

Third Quarter ... ............... e e e $965 $632
Fourth Quarter ................. e $ 848 $6.50
. a o | Mg _Low
_ First Quarter ......... R e $ 825 $6.86

" Second Quarter ................ e e $ 824 3$6.10
Third Quarter . ................. O $ 718 3487
Fourth Quarter ........... e . ‘ .............................. . $7.19 $559

i

As of March 2, 2007 we had 202 stockholders of record of our common stock. The closing sale price of our
common stock on March 2, 2007 was $7.25 per share.

‘
I
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Stock Performance Graph

The Securities and Exchange Commission requires us to present a chart comparing the cumulative total
stockholder return on our common stock with the cumulative total stockholder return of: (1) a broad equity
market index, and (2) a published industry or line-of-business index, We selected the Standards & Poors
Biotechnology Index based on our geed faith determination that this index fairly represents the companies which

" compete in the same industry or line-of-business as we do. The chart below compares our common stock with the

Nasdaq Composite Index and the Standards & Poors Biotechnology Index and assumes an investment of $100 on
December 31, 2001 in each of the common stock, the stocks comprising the Nasdaq Composite Index and the
stocks comprising the Standards & Poors Biotechnology Index. '

COMPARISON OF 5 YEAR CUMULATIVE TOTAL RETURN*
Among Regeneration Technologies, Inc., The NASDAQ Composite Index

And The S & P Biotechnology Index
$140 -
$120 - Lot ——

$100

$20 -

so il 1 i L e 1 .
12/31/01 12/31/02 12/31/03 12/131/04 - 1213105 12/31/06

—8— Regeneration Technologles, ine. — -A— NASDAQ Comi:oslte - - O - -S & P Biotechnology

* $100 invested on 12/31/01 in stock or index-Including reinvestment of dividends. Fiscal year ending December 31.

Copyright ® 2007, Standard & Poor's, a division of The McGraw-Hill Companies, Inc. All rights reserved.
www researchdatagroup.com/S&Phtm '

Total Return Analysis 123101 1273102 12/31/03 123144 123105  12/31/06
Regeneration Technologies, Inc. 100.00 9930 107.56 10285 70.17 57.51
NASDAQ Composite 100.00 69.66 99.71 113.79 11447 124.20
S & P Biotechnology 100.00 79.59 102,55 11035 130.52 126.94
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Dividend Policy

We have never paid cash dividends. We do not expect to declare or pay any dividends on our common stock
in the foreseeable future, but instead intend to retain all earnings, if any, to invest in our operations. In addition,
our bank credit facility restricts our ability to pay dividends. The payment of future dividends is within the
discretion of our board of directors and will depend upon our futuré éamnings, if any, our capital requirements
financial condition, debt covenant terms, and other relevant factors,

Securities Authorized For Issuance Under E;]uity Compensation Plans

The Company has two stock-based coméensation plans under which employees, consultants and outside
directors receive stock options and other equity-based awards. At December 31, 2006, awards relating to
3,367,333 shares were outstanding, and 1,693,738 shares remained available for the grant of awards under our
plans. For the year ended December 31, 2006, employees and outside directors of the Company were granted
420,000 stock options under the plans. Stock options are granted with an exercise price equal to 100% of the
market value of a share of common stock on the date of the grant, generally have ten-year contractual terms, and
vest no later than five years from the date of grant. For the year ended December 31, 2006 the Company also
granted 69,000 shares of restricted stock, at no:cost to the employees that vest based on completion of a required
service period. ‘

Equity Compensation Plan Information

Number of securities
' " remaining available for
-~ Number of Securitiesto ~ Weighted average future issuance under
" be issued upon exercise exercise price of equity compensation plans
" of outstanding options, outstanding options, {excluding securities
Plan Category warrants and rights warrants and rights reflected in column (a))

(®) (b} (c)
Equity compensation plans approved by
Csecurity holders ............. . 0 ‘ 3,367,333 $7.58 1,693,738
Equity compensation plans not approved by
security holders ...................... ‘ — — -
Total ... 3,367,333 $7.58 1,693,738

Item 6. SELECTED FINANCIAL DATA. -

The statement of operations data set forth below for the years ended December 31, 2003 and 2002, and the
balance sheet data set forth as of December 31, 2004, 2003 and 2002 have been derived from our audited
consolidated financial statements and accompanying notes which are not included elsewhere in this Form 10-K.
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The statement of operations data set forth below for the years ended December 31, 2006, 2005, and 2604,
and selecied balance sheet data as of December 31, 2006 and 2005 have been derived from our audited
consolidated financial statements and accompanying notes. The consolidated financial statements as of
December 31, 2006 and 2005 and for the three years ended December 31, 2006 are included elsewhere in this
Form 10-K. The selected consolidated financial data set forth below should be read along with “Itrem 7.
Management's Discussion and Analysis of Financial Condition and Results of Operations,” and our consolidated
financial statements and accompanying notes included elsewhere in this document.

Year Ended December 31,
2006 2065 2004 2003 2002
(In thousands, except share and per share data)

Statement of Operations Data:

Revenues: . .
Fees from tissue distribution ........................ % 70,158 § 72337 § 89603 § 73299 § 116974
Otherrevenues .. ... ... ... .. i, 3,812 2,862 3,100 2211 1,516
Total revenues .................... ... ... ... 73,970, 75,199 92,703 75,510 118,490
Management services fees . ........ ... ..., PR URRO — _ — — 49,430
NeLrEVENUCS . .ot i ettt iiiae e eeeas 73,970 75,199 92,703 - 75,510 69,060
Costs of processing and distribution .. ......... ... ....... 54,647 55,457 55,526 42,766 44,879
Grossprofit ....... ... ... . ... ... io.o. 19,323 19,742 3177 32,744 24,181
Expenses: .

Marketing, general and administrative . .. .............. . 27252 23,350 23,224 23,104 29,236

Research and development ..., ... ... ... . ... .... 5,403 5,003 3,838 2,852 2,450

Litigation settlement ................. s P — — — — 2,000

Assetabandonments ., ... ... ... . ... ......... 4,202 ' 336 136 169 3,098

Restructuring ............. it — — — — 1,352

Totalexpenses .. .......... oo, 36,857 28,689 27,198 26,125 38,146
Operating {loss}income . ..... ... ... ... ..o (17.534) (8,947) 9,979 6,619 (13,965)
Other (expense) income: . . .

[nterestexpense ... ... ... .. ... ... ..ii...a... (898) (862} (967) (981) (2,758)

[nterestincome .. ... . ... ... ... .. o 934 361 96 235 186

Total other income (expense}—mnet ., ............. 36 (501} (871) (746) - 2,572)
(Loss) income before income tax benefit (expense) .......... (17,498) (9,448) 9,108 5873 (16,537)
[ncome tax benefit (expense) . ....... ... ... ... .. 6,373 , 3,897 (2,953) 483 3,032
Net{loss)income .. ......... oo iiiiniiniainnnn.. (11,125) (5.551) 6,55 6,356 (13,505)
Other comprehensive (loss) income, net of tax:

Unrealized derivative income . ...................... — —_ _ —_ 443
Comprchensive {loss) income . . . TR $ (1,25 % (5,551) % 6,155 % 6,356 $ (13,062}
Net (loss) income per common share—basic i $ 03N § 020y § 023 % 024 % {0.60)
Net (loss) income per common share—diluted .............. $ 037 § iO.ZO) b 023 § 024 % (0.60)
Weighted average shares outstanding—basic .. ... ......... 20753166 27,754,003 26,593,030 26,365,348 22,434,436
Weighted average shares outstanding-—difuted ... ... ........ 29,753,166 27,754,003 27,063,283  26999.175 22,434,436

As of December 31,
2006 2005 2004 2003 2002

Balance Sheet Data: . . .

Cash and cash equivalents .. .. .. D $ 15509 § 25559 § 1,484 §% 10051 $ 9,811
Workingeapital ......... ... ... ... .. ... ... 56,784 69,597 54,192 40,196 25,752
Total a8SelS . ..o e e i 129,808 142,262 124,730 - 136,353 141,190
Long-term debt—less current portion . .................... 3401 5,606 7,919 621 2,266
Total stockholders’ equity . .-............................ 109,390 117,813 99,602 T 92,397 82,622
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Item 7. MANAGEMENT’S DISCUSSION AND ANALYSIS OF FINANCIAL CONDITION AND
RESULTS OF OPERATIONS ' ‘

You should read the fo[[owmg discussion’ of our fi nanc:al condltton and results of operations together with
those financial statements and the notes to these statements mcluded elsewhere in this filing. This discussion
contains fomard-lookmg statements based on our current expectatmns, assumptions, estimates and projections
about us and our industry. Our actual resulls could differ materially from those anticipated in these
forward-looking statements. We undertake no,obligation to update publicly any forward-looking statements for
any reason, even if new information becomes available or other events occur in the future.

Management Overview |1

. In 2006, we achieved revenues of $74.0 million and incurred a net loss of $11.1 million. Revenues continue
to be driven primarily by the spinal allograft implant product line, which represents approximately 47% of our
revenues and which is distributed by Medtronic Sofamor Danek (“MSD”). Revenues from spinal allografts
remained unchanged at $35.1 million for the years ended December 31, 2006 and 2005. Spinal revenues
continued to be adversely affected by madequate tissue supplies to meet MSD’s demand. Revenues from sports
medicine allografts increased $4.4 million for: the year ended December 31, 2006 compared to the year ended
December 31, 2005. The fourth quarter of 2006 was a record quarter for the sports medicine business. The results
were driven by the company’s distribution network delivering numerous types of tendons to meet the demand for
knee surgeries. In addition, available implants increased with the market acceptance of the assembled tendon line
and the introduction of the BioCleanse® sterilized Achilles tendon. Bone graft substitutes revenues decreased due
to our largest distributor reducing its orders of our bone paste products and reduced distributions of cancellous
tissue, and cardiovascular revenues decreased as a result of lower levels of donated tissue available for
processing to meet customer demand. - BN ' o

We are committed to maximizing distribution growth in all product categories for 2007 and beyond. In
September 2006, we amended our distribution agreement with MSD removing exclusivity restrictions and
allowing us to distribute spinal allograft lmplants through other channels. In addition, we added distribution
relationships with Pioneer Medical for bone graft substitutes for use in the spine and orthopedics, and with
Blackstone Medical for spmal allograft 1mplams

During 2006, we increased efforts wilh our tissue recovery partners to maintain and grow our available
tissue supplies. In Novenber 2006, we opened ‘a new recovery center based in Dallas, Texas to service more than
200 hospitals in the organ procurement’ orgamzanon service area. We are working with Southwest Transplant

Alliance, the federally designated organ procurement organization for the area. In addition, we entered tissue -

sourcing arrangements fonj sports medicine tissue with both Tutogen Medical and Cryolife in late 2006.

. We have a long-term product development plan to steadily introduce new products. In 2006, we increased
our spending in research and development ds compared to 2005. We expect to continue our research and
development spending at similar levels in 2007 in an effort to support our product development introduction
plan. Our scientists are focusing their studies on delivering optimal regenerative medicine solutions, by achieving
higher levels of osteoinductivity and osteoconductivity through allograft, and expanding the availability of tissue
implants through the use of ‘the BioCleanse® process technology to utilize animal tissue or xenograft. We
continue to develop sophisticated processing tcchnology to accelerate the introduction of new tissue implants and
to raise the bar for tissue safety

Our goals for 2007 are to build on the Company’s compétitivc strengths as we focus on our future. There are
several areas in 2007 on which we will focus in order to meet our goals. The key initiatives are to continue to:

» add new distributors for both allograft and xenograft implants; . )

* increase efforts with our tissue recovery partners to maintain and grow our avallable tissue supplies;

« focus on marketing, distribution and regulatory support of our Sterling® line of xenograft implants; and
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s increase our commitment to research and development and focus clinical efforts to support the market
acceptance of our assembled tendon and xenograft implants.

Critical Accounting Policies

Although our financial statements have been prepared in accordance with accounting principles generally
accepted in the United States, we must often make estimates and judgments that affect reported amounts. These
estimates and judgments are based on historical experience and assumptions that we believe to be reasonable
under the circumstances. Assumptions and judgments based on historical experience may provide reported
results which differ from actual results, however, these assumptions and judgments have not historically varied
significantly from actual experience and are therefore not expected to vary significantly in the future.

The accounting policies which we' feel are “critical,” or require the most use of estimates and judgment,
relate to the following items presented in our financial statements: 1) Tissue Inventory Valuation; 2) Accounts
Receivable Allowances; 3) Valuation of Long-Lived Assets and Investments; 4) Revenue Recognition; 5) Fair
Value of Stock Options. '

Tissue Inventory Valuation. Accounting principles generally accepted in the United States require that
inventory be stated at the lower of cost or market value. Due to various reasons, some tissue within our inventory
will never become available for distribution. Therefore we must make estimates of future distribution from
existing inventory in order to write-off. inventory which will not be distributed and which therefore has reduced
or no market value. .

Our management reviews available information regarding processing costs, inventory distribution rates,
industry supply and demand, medical releases and processed tissue rejections, in order to determine write-offs of
cost above market value. For a variety of reasons, we may from time to time be required to adjust our
assumptions as processes change and as we gain better information. Although we. continue to refine the
information on which we base our estimates, we cannot be sure that our estimates are eccurate indicators of
future events. Accordingly, future adjustments may result from refining these estimates. Such adjustments may
be significant. '

Accounts Receivable Allowances. We maintain allowances for doubtful accounts based on our review and
assessment of historical payment history and our estimate of the ability of each customer to make payments on
amounts invoiced. If the financial condition of any of our customers were to deteriorate, additional allowances
might be required. From time to time we must adjust our estimates. Changes in estimates of the collection nsk
related to accounts receivable can result in decreascs and increases to current period net income. ’

Valuation of Long-Lived Assets and Investmenis. Accounling principles generally accepted in the
United States require that long-lived assets on our balance sheet be stated at the lower of cost, net of depreciation
and amortization, or fair value. The factors in this valuation which require significant estimates and judgments
are: 1) determination of the estimated useful life of each asset, which determines expense per period, number of
periods of expense, and the carrying value of each asset at any time; and 2) determination of the fair value of
assets, which may result in other than temporary impairment charges when fair value is lower than the carrying
value of assets, which we would recognize as a charge to earnings during the period in which we made the
determination.

If we overestimate the useful life of an asset, or overestimate the fair value of an asset, and at some time in
the future we dispose of that asset for a lower amount than its carrying value, our historically reported total assets
and net income would have been higher than they would have been during periods prior to our recognition of the
loss on disposal of assets, and lower during the period when we recognize the loss.

27




Long-lived assets include certain long-term investments, such as our investment in Organ Recovery
Systems, Inc., (“ORS™) and the goodwill associated with our acquisition of Regeneration Technologies, Inc.—
Cardiovascular (formerly Alabama Tissue Center, Inc.). The fair value of these long-term investments is
dependent on théir performance, as well as volatility inherent in the external markets for these investments.
These determinations require complex calculations based on estimated future benefit and fair value. We have
often made investments for which the expected future benefit has not been easily estimated. Exampies of such
investments include, but are not limited to, our acquisition of Regeneration Technologies, Inc.—Cardiovascular
(formerly Alabama Tissue Center, Inc.); our investment in ORS; our investment in equipment; and our
investment in obtaining patents. In assessing. potential impairment for these investments, we consider these
factors as well as forecasted financial performaf)ce. If forecasts are not met, impairment charges may be required.

. 13 -

Revenue Recognition. We recognize revenue upon shipping, or receipt by our customers of the processed
tissue for implantation, depending on our agreements with our customers or distributors. For consignment
inventory, we recognize revenue when the tissue is transferred from our consignment inventory locations to our
customers for implantation. We recognize our: other revenues when all significant: contractual obligations have
been satisfied.

We permit returns of tissue in accordance with the terms of contractual agreements with customers if the
tissue is returned in a timely manner, in unopened packaging and from the normal channels of distribution. We
provide allowances for returns based upon analysis of our historical patterns of returns, matched against the fees
from which they originated. Historical returns have been within the amounts we reserved.

Fair Value of Stock Options. Until December 31, 2005 we elected to follow Accounting Principles Board
Opinion No. 25, Accounting for Stock Issued.to Employees and related Interpretations in accounting for our
employee stock options as allowed pursuant to FASB Statement No. 123, Accounting for Stock-Based
Compensation, (“SFAS 123), as amended :by FASB Statement No. 148, Accounting for Stock-Bused
Compensation, (“SFAS 148™). Accordingly, no compensation expense related to the granting of stock options has
been recognized for the years ended December 31, 2005, and 2004.

As noted in Note 2 to the consolidated financial statements, “New'Accounting Standards”, in December
2004, the FASB issued FASB Statement No. 123(R), Accounting for Stock-Based Compensatibn,
(“SFAS 123(R)") that requires compensation cbsts related to share-based payment transactions to be recognized
in the financial statements. Had compensation cost for our stock option plans been determined on the basis of fair
value at the grant date for awards under those plans, consistent with this statement and using our existing
valuation method for our employee stock options, the Black-Scholes option pricing model, we estimate that our
net loss for the year ended December 31, 2005 would have been increased by 27%, and our net income for the
year ended December 31, 2004 would have been reduced by 25%. However, these calculations use option
valuation models that use highly subjective assqmptlons including expected stock price volatility. Therefore, our
results of operations could be materially different if different assumptions are used.

Off Balance-Sheet Arrangements

As of December 31, 2006, there were no off balance-sheet arrangements, as defined in Item 303(a)(4)(ii) of
ReguIaUOn S-K. ‘

Recent Regulatory Actions

*  February 2006: Received FDA clearance for dddmonal sizes and marketmg claims for Sterling HT/ST
Interference Screws :

« March 2006: Obtained approval for 46 allograft product lines in Korea
*  April 2006: Received approvals for Canadian license amendments for Optefil/Opteform and Regenafil/
Regenaform bone paste product formulatlons that allow reconstitution with room temperature fluids.
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May 2006: Received CE mark for Sterling Product Line: Chips, Cubes, Suture Anchor, HT Interference
Screw, ST Interference Screw, Impacted Cortical Wedgc Impacted Cortical Rlng. SR, Machined Dowel
and HTO Wedge

September 2006: Received FDA clearance for BioSet XC allograft bone paste with bovine bone chips

Certifications, Accreditations and Inspections

March 2006: State of New York inspection at the RTI Alachua, Florida facility

March 2006: U.S. Food and Drug Administration inspection at the RTI Donor Servnces Northeast
Division, Staten Island, New York facility

June 2006: Annual ISO 13485 audit at the RTI Alachua, Florida facility

July 2006: American Association of Tissue Banks reaccredits RTI Cardiovascular, Birmingham,
Alabama facility

August 2006: American Association of Tissue Banks reaccredits RTI Alachua, Florida facility

August 2006: American Association of Tissue Banks reaccredits RTI Donor Services Northeast
Division, Staten Island, New York facility

October 2006: State of Florida inspection at the RT] Alachua, Florida facility

November 2006: American Association of Tissue Banks audit at the RTI Donor Services Midwest
Division, Madison, Wisconsin facility

November 2006: U.S. Food and Drug Adminisiration inspection at the RTI Donor Services Marietta,
Georgia facility

December 2006: U.S. Food and Drug Administration -inspection at the RT1 Donor Services Menasha,
Wisconsin facility

December 2006: U.S. Food and Drug Administration inspection at the RTl Donor Services Northeast
Division, Staten Island, New York facility

All certifications and accreditations were renewed or continued and no regulatory actions are pending from
the state and federal inspections.

In October 2005, RTI initiated a voluntary recall of all allograft processed from tissue supplied by
Biomedical Tissue Services (“BTS™). The activities associated with this recall were on-going throughout 2006.
The remaining activities relate to litigation arising from the BTS product recall.
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Results of Operations

The following table sets forth, in both dollars and as a percentage of revenues, the results of our operations
for the years indicated: ‘

Year Ende;l December 3,

2006 2005 2004
(In thousands)
Statement of Operations Data: .
Revenues:
Fees from tissue distribution .............. $ 70,158 $72,337 $89,603 °
Other revenues .. ........ P _iii_lz 2,862 3,100
Total revenues . ..... e 73,97¢ 100.0% 75,199 100.0% 92,703 100.0%
Costs of processing and distribution . ........ ... 54647 739 55457 737 . 55526 599
Grossprofit ....................... 19,323  26.1 19,742 263 37,177 401
Expenses: ‘ o |
Marketing, general and administrative ....... 27,252 368 23,350 31.1 23,224 251
Research and development ............... 5,403 7.3 5,003 6.7 3,838 4.1
Assel impairment and abandonments . ... ... 4,202 5.7 336 04 136 0.1
Total expenses ..................... 36,857 4938 28,689 382 27,198 293
Operating (loss)income .................. Voo (17,5334 (23D (8,947) (11.9) 9979° 108
Other (expense) income:
Interestexpense ........................ (898) (1.3} (862) (1.2) 967y (1.0)
Interest income . .. .....oovnininnnn.. 934 1.3 361 0.5 9% —
Total other expense—net .. ... ....... 3 — 5o (0.7 871y (1.0)
(Loss) income before income tax benefit ' ‘

C{EXPENISE) ..., (17,498) (23.7) (9,448) (12.6) 9,108 9.8
Income tax benefit (expense) .................. 6,373 8.7 3,897 5.2 2953) (3.2
Net (loss)income ....................... va.. (11,125 (15.00% $(5,551) (7.4% $ 6,155 6.6%
2006 Compared to 2005

Revenues. Our 'revenues. which consist primarily of fées from_ tissue distributions, decreased by
$1.2 million, or 1.6%, to $74.0 million for the year ended December 31, 2006 from $75.2 million for the year
ended December 31, 2005,

Spinal Constructs—Revenues from spinal allografts remained unchanged at $35.1 million for the year
ended December 31, 2006 compared to the year ended December 31, 2005. Cervical units distributed as a
percentage of total spinal construct units distributed increased to 78.5% from 73.1% for the year ended
Decerber 31, 2006 compared to the year ended December 31, 2005. The average revenue per unit of cervical
implants was 40.6% of the average revenue per unit’of lumber implants for the year ended December 31, 2006.
Unit volumes decreased by 9.7% as a result of lower amounts of donated tissue available for processing into
spinal constructs, while average selling prices increased by 10.6% as a result of pricing adjustments mcluded in
our amended agreement with Medtronic Sofamor Danek (“MSD”).

Sports Medicine—Revenues from sports medicine allografts increased $4.4 million, or 41.9%, for the year
ended December 31, 2006 compared to the year ended December 31, 2005. Sports medicine revenues increased
primarily as a result of changes during the second half of 2005 in the way in which these products are distributed.
Our dicect distribution network commenced July 1, 2005 and distributes the product directly to end users as
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opposed to working through a distributor relationship, which results in higher revenue. Accordingly, the average
revenue per unit for sports medicine allografts distributed increased by 22.7%, while unit volume distributions of
our sports medicine allografts increased 15.0% for the year ended December 31, 2006 compared to the prior year.
Unit volume increased as higher numbers of tendons were distributed including our assembled tendons which
were introduced in the fourth quarter of 2006.

Bone Graft Substitutes—Revenues from bone grafi substitute allografts decreased $4.5 million, or 25.2%,
for the year ended December 31, 2006 compared to the year ended December 31, 2005. Bone graft substitute
allograft revenues decreased as a result of reduced orders from our largest distributor. Unit volumes of paste
implants distributed to MSD decreased 50.8% for the year ended December 31, 2006 compared to the year ended
December 31, 2005. In addition, distriblitic'm of cancellqus tissue decreased 46.2% during 2006.

General Orthopedic—Revenues from general orthopedic allografts decreased $31,000, or 3:1%, for the year
ended December 31, 2006 compared to the year ended December 31, 2005. Unit volumes of general orthopedic
implants increased 28.8% due to higher distribution of conventional tissues with lower average sellmg prices,
however, revenue decreased due to the overall mix of products dlstrlbuted

Cardwvascular——-Revenues from cardlovascylar allografts decreased $2.0 million, or 26.3%, for the year
ended December 31, 2006 compared to the year-ended December 31, 2005. Cardiovascular revenues decreased
due to unit distributions being 33.2% lower for the year ended December 31, 2006 compared to the year ended
December 31, 2005. The decrease in revenue is directly related to lower recoveries of cardiovascular tissue
during 2006. This decrease in unit volume was partially offset by the average revenue per unit of cardiovascular
tissue increasing by 10.4% due to change in mix and price increases..

Other revenues-—QOther revenues increased $1.0 million, or 33.2%, for the year ended December 31, 2006
compared to the year ended December 31, 2005. Other revenues consist of tissue recovery fees, biomedical
laboratory fees, manufacturing royalties, shipping fees, distribution of reproductions of our allografis (o
distributors for demonstration purposes, and restocking fees. The increase in other revenues is primarily related
to higher volumes of tissue recovered for other tissue processors which increased fees by $922,000 for the year
ended December 31, 2006 compared to the year ended December 31, 2005.

Costs of Processing and Distribution. Costs of processing and distribution decreased $810,000, or 1.5%,
for the year ended December 31, 2006 compared to the year ended December 31, 2005. As a percentage of
revenues, these costs increased from 73.7% for the year ended December 31, 2005 to 73.9% fur the year ended
December 31, 2006.

The cost of processing and distribution for the year ended December 31, 2006 included a charge of
$2.9 million related to exiting the cardiovascular business primarily representing inventory write-downs, In 2005,
the cost of processing and distribution included a $3.5 million charge related to a recall of donor tissue received
from Biomedical Tissue Service, Ltd., an unaffiliated recovery agency “'BTS™).

In addition, the proportion of cervical units produced for the year ended December 31, 2006 increased
compared to the year ended December 31, 2005. The per unit cost to produce cervical units is 9.1% greater as a
percentage of spinal constructs revenue than that for our spinal lumbar units.

Our costs of processing and distribution continues to be affected by our production plant running lower than
normal capacity levels due to lower orders for our implants and the mix of products produced and shipped for the
year ended December 31, 2006. As a result, our fixed costs per unit produced were 17.2% higher for the year
ended December 31, 2006 compared to the year ended December 31, 2005.- Lastly, stock-based compensation
expense was $465,000, as the Company implemented SFAS No. 123R, Share- Based Payment (“SFAS 123R"),
effective January 1, 2006, . ’

Marketing, General and Admiﬁistrative Expenses. Marketing, general and adrnirni'strative expenses
increased by $3.9 million, or 16.7%, to $27.3 million for the year ended December 31, 2006 from $23.4 million
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for the year ended December 31, 2005. The ircrease was primarily due to higher expenses related to our direct
distribution network of $1.7 million, consisting of increased staffing levels and travel of $790,000, distributor
commissions of $290,000, and general marketing of $600,000, and stock-based compensation expense of
$2.5 million. These expenses increased as a percentage of revenues from 31.1% for the year ended December 31,
2005 to 36.8% for the year ended December 31, 2006.

Research and Development Expenses. ﬁesetm:h and development expenses increased by $400,000, or
8.0%, to $5.4 million for the year ended December 31, 2006 from $5.0 million for the year ended December 31,
2005. As a percentage of revenues, research and development expenses increased from 6.7% for the year ended
December 31, 2005 to 7.3% for the year ended December 31, 2006. The increase was primarily due to severance

expense of $310,000 relating to a reorganization of our research group in the fourth quarter of 2006 and stock- -

based compensation expense of $127,000. ;

Asset Impairment and Abandonments. We recognized a loss on asset impairment and abandonments of
$4.2 million during the year ended December 31, 2006 as compared to $336,000 for the year ended
December 31, 2005, The asset impairment in 2006 resulted from our investment in Organ Recovery Systems,
Inc. (“ORS™), being negatively impacted by operational and financing events. Accordingly, we recorded a write-
down of $4.1 million dollars in our investment in ORS. We also charged off intangibles of $102,000 for deferred
patent costs relating to abandoned research and dcve]opment projects and abandoned fixed assets.

‘ OIher Income and Expense—Net. Net mtcrest income was $36,000 for the year ended December 31, 2006

compared to net interest expense of $501,000 for the year ended December 31, 2005. Interest income for the year

ended December 31, 2006 was $934,000 compared to interest income of $361,000 for the year ended '

December 31, 2005. The increase in interest income is due to the interest earned on the 1nvestment of higher
average excess cash balances during 2006,

fncome Tax Benefit (Expense). Income tax benefit for the year -ended December 31, 2006 was
$6.4 million, compared $3.9 million for the year ended December 31, 2005. Qur effective tax rate for the year
ended December 31, 2006 was 36.4% compared to 41.2% for the yedr ended December 31, 2005. Qur effective
tax rate for the year ended December 31, 2006 as compared to 2005 was negatlvely impacted by non-deductible
stock compensation expense.

AR

2005 Compared to 2004

;

Revenues. Our revenues, which consist primarily of fees from tissue distributions, decreased by
$17.5 million, or 18.9%, to $75.2 million for the year ended December 31, 2005 from $92.7 million for the year
ended December 31, 2004. '

Spinal Constructs—Revenues from spmal allografts dccreased $13.3 m:lhon, or 27.5%, tor the year ended
December 31, 2005 compared to the year ended December 31, 2004. Spinal allografi revenues decreased
primarily as a result of our principal distributor, MSD, decreasing its orders for spinal iumbar implants. Lumbar
allograft revenues distributed decreased $10.0 million, or 45.1% for the year ended December 31, 2005 compared
to the year ended December 31, 2004 due to a shift and refocus of MSD sales strategy for lumbar implants and
our inability to meet MSD’s forecasied demand in specific designs. Cervical units distributed as a percentage of
total spinal units distributed increased to 73. 1% from 60.2% for the year ended December 31, 2003 compared to
the year ended December 31, 2004. The average revenue per unit of cervical implants was 40.0% of the average
revenue per unit of lumber implants for the year ended December 31, 2005. g

Bone Graft Substimtes—Revenucs from bonc graft substitute altografts decreased $5.5 million, or 23.3%,
for the year ended December 31, 2005 compared to the year ended December 31, 2004. Bone graft substitute
allograft revenues decreased primarily due to reduced orders for our orthopedic allograft paste products. Our
exclusive distributor of orthopedic allograft paste was reducing inventories throughout the entire year of our
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allograft paste products prior to ordering restocking quantities of our reformulated allograft paste products which
were introduced in early 2005.

Sports Medicine—Revenues from sports medicine allografts increased $1.5 million, or 17.1%, for the year
ended December 31, 2005 compared to the year ended December 31, 2004. Sports medicine revenues increased
as a result of changing the way in which these products are distributed during the second half of 2005. Our direct
distribution network distributes the product directly to end users as opposed to working through a distributor
relationship, which results in higher revenue for distribution of product.

General Orthopedic—Revenues from general orthopedic allografts decreased $594,000, or 37.3%, for the
year ended December 31, 2005 compared to the year ended December 31, 2004. Unit volume distributions of
general orthopedic products decreased 58.5% for the year ended December 31, 2005 compared to the year ended
December 31, 2004. .

Cardiovascular—Revenues from cardiovascular allografts increased $545,000, or 7.7%, for the year ended
December 31, 2005 compared to the year ended December 31, 2004. The increased revenue is due to price
increases.

Other revenues—Other revenues decreased $238,000, or 7.7%, for the year ended December 31, 2005
compared to the year ended December 31, 2004. Other revenues consists of tissue recovery fees, biomedical
laboratory fees, manufacturing royalties, shipping fees, distribution of reproductions of our allografis to
distributors for demonstration purposes, and restocking fees. The decrease in other revenues is primarily due to
the fact that no grant revenues for year ended December 31, 2005 as compared to $558,000 of grant revenues for
the year ended December 31, 2004,

Costs of Processing and Distribution. Costs of processing and distribution remained constant at
$55.5 million for the years ended December 31, 2005 and 2004, respectively. As a percentage of revenues, these
costs increased from 59.9% for the year ended December 31, 2004 to 73.7% for the year ended December 31,
2005. On October 14, 2005, we issued the voluntary recall of certain allograft implants processed from donor
tissue received from an unaffiliated donor recovery organization. The tissue recall, which totaled $3.5 million,
consisted of write-downs of tissue inventories of $2.1 million and replacements of distributor inventories of
$1.4 million. These amounts increased our costs of processing and distribution by 6.7% for the year ended
December 31, 2005, In addition, the proportion of cervical units produced for year ended December 31, 2005 was
higher than our spinal lumbar units when compared to year ended December 31, 2004. The per unit cost to
produce cervical units is greater as a percentage of revenue than that for our spinal lumbar units. Cervical units
distributed as a percentage of total spinal units distributed were 53.9% and 46.7% for the years ended
December 31, 2005 and 2004, respectively.

Additionally, our costs of processing and distribution were affected by our production plant running lower
than normal capacity levels due to lower orders for our implants and the mix of products produced and shipped
for the year ended December 31, 2005. As a result, our fixed costs per unit produced were 18.8% hlgher for the
year ended December 31, 2005 compared to the year ended December 31, 2004. .

Marketing, General and Adminisirative Expenses. Marketing, general and administrative expenses
increased by $126,000, or 0.5%, to $23.4 million for the year ended December 31, 2005 from $23.2 million for
the year ended December 31, 2004. The increase was primarily due to increased insurance expense of $257,000
and utilities of $319,000, offset by decreased consulting expense of $206,000, rent expenses of $96,000 and
general marketing of $195,000. These expenses increased as a percentage of revenues from 25.1% for the year
ended December 31, 2004 to 31.1% for the year ended December 31, 2005.

Research and Development Expenses. Research and development expenses increased by $1.2 million, or
30.4%, to $5.0 million for the year ended December 31, 2005 from $3.8 million for the year ended December 31,
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2004. As a percentage of revenues, résearch abd'development expenses increased from 4.1% for the year ¢énded
December 31, 2004 to 6.7% for the year ended December. 31, 2005. The increase was the result of our
commitment to increase funding of research and development, primarily staffing levels, to expand new product
development efforts in 2005 and beyond ‘

Asset Abandonments. We recognized a loss on asset abandonments of $336,000 during the year ended
December 31, 2005. The assets abandoned consisted of a charge off of intangibles of $478.,000 for deferred
patent costs relating to abandoned research and development projects. This charge was offset by a $142,000 gain
on the sale of the certain assets at Regenerdtlon Technologies, Inc. —Card:ovascula: (formerly Alabama Tissue
Center Inc.).

Othier Income and Expense—Net. Net interest expense decreased by $370,000, or 42.5%, to $501,000 for
the year ended December 31, 2005 from $871,000 for the year ended December 31, 2004. Interest income for the
year ended December 31, 2005 was $361,000 compared to interest income of $96,000 for the year ended
December 31, 2004. The increase in interest income was due to the interest earned on the investment of proceeds
received from our private placement of common stock on August 29, 2005. © ' :

Income Tax Benefit (Expense). Income tax benefit for the year ended December 31, 2005 was
$3.9 million, compared to an income tax expense of $3.0 million for the year ended December 31, 2004. Qur
effective tax rate for the year ended December 31, 2005 was 41.2% compared to 32.4% for the year ended
December 31, 2004. Qur tax benefit for the year ended December 31, 2005 was positively 1mpacted by tax
credits recognized for quallﬁed research and expenmcntatlon expenses.

I_'.lquidity and Capital Resources
Equity Fmam_mg N \ N
On August 29, 2005 we eompleted a prlvate placement of 2, 800 000 shares of common stock resulting in’
net proceeds of $22.4 million. As part of the private placement (ransaction, we entered into a registration rights
agreement with the stockholders who purchased these shares pursuant to which a registration statement for the
resale of these shares became effective on October 3, 2005.. :
l Cash Flows. Jh .

Our net cash used in operating activities was $6.7 million- and $1.7 million for the years ended
December 31, 2006 and 2003, respectively, an increase of $5.1 million. During the year ended December 31,
2006, cash was provided by an increase in accounts payable of $679,000 due primarily t6 increased amounts due
for recoveries of donated tissue and an increase in accrued expenses of $104,000. During the year ended
December 31, 2006, primary uses of cash were a net loss of $11.1 million inclusive of non-cash adjustments, an
increase in accounts receivable of $491,000 due to timing of revenues, an increase in inventories of $2.3 million
due to increased unprocessed donor tissue, an increase in prepaid and other current assets of $109,000, and a net
increase in other assets of $2.8 million whichiincluded a $3.0 million buyout of exclusivity rights. Significant
non-cash adjustments to operating activities for the year ended December 31, 2006 included depreciation and
amortization expense of $5.2 million, an increase of inventory write-downs of $3.9 million, an increase in
deferred income tax benefit of $6.4 million, stock-based compensation of $3.1 million, and an other than
temporary asset impairment of $4.1 million.

Our cash used in investing activities was $1.1 million-for the year ended December 31, 2006 compared to
$5.6 million for the year ended December 31,:2005; Qur investing activities in 2006 consisted of purchases of
property, plant, and equipment of $1.3 million, offset by proceeds from the sate of equipment in the amount of
$200,000 from our cardiovascular processing facility in Birmingham, Alabama. Our investing activities in 2005
consisted of a $1.6 million acquisition of intellectual property rights and purchases of property, plant, and
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equipment of $4.0 million, primarily related to our cardiovascular processing facility in Birmingham, Alabama.
Since we are exiting the cardiovascular business we are attempting to assign our lease and sell leasehold
improvements and equipment with a book value of $3.6 million at December 31, 2006.

Qur net cash used in financing activities was $2.2 million for the year ended December 31, 2006 compared
to net cash provided by financing activities of $21.4 million for the year ended December 31, 2005. Cash used in
financing activities for the year ended December 31, 2006 consisted of $2.2 million of payments made on our
outstanding term loan and capital lease obligations, offset by. proceeds from exercises of stock options of
$47,000. Cash provided by financing activities for the year ended December 31, 2005 consisted of net proceeds
of $22.4 million from our private placement of common stock, $3.0 million borrowed under the revolving line of
credit and $1.3 million of proceeds from exercises of stock options, Cash used in financing activities for the yecar
ended December 31, 2005 consisted of $2.3 million of payments made on our outstanding term loan and capital
lease obligations and a $3.0 million payment on the revolving line of credit.

Liguidity.

On August 29, 2005, we completed a private placement of 2,800,000 shares of common stock resulting in
net proceeds of $22.4 million. After the completion of the private placement, on August 31, 2005 we repaid the
$3.0 million that was outstanding on our $16.0 million revolving line of credit. As of December 31, 2006, we had
$15.5 million of cash and cash equivalents and $6.6 million available under our revolving line of credit. We
believe that our working capital as of December 31, 2006, together with our borrowing ability under our
revolving line of credit, will be adequate to fund our on-going operations.

Our accounts receivable days sales outstanding were 46 as of December 31, 2006 and 44 as of December 31,
2005. The increase was caused by our transition to a direct distribution model. Qur inventory days outstunding
were 252 as of December 31, 2006, compared to 260 as of December 31, 2005. The reduced inventory days were

a result of lower inventories on hand. S

Certain Commitments.

On December 15, 2006, the Company and CryoLife, Inc. entered an agreement where we, effective
January 1, 2007, exchanged cenain rights of our cardiovascular business for certain rights of CryoLife’s
orthopedic sports medicine business. Under the  agreement we will continue to distribute our existing
cardiovascular tissue inventory and CryoLife will continue to distribute its existing orthopedic tissue inventory
through June 30, 2008. After that date, CryoLife will become entitled to distribute our remaining cardiovascular
tissue inventory and we will become entitled to distribute CryoLife's remaining orthopedic tissue inventory
through December 31, 2008. Under the agreement, from July 1, 2008 through December 31, 2016, CryoLife has
agreed not to market or solicit orders for certain human orthopedic tissues for sports injuries and we have agreed
_ not to market or solicit orders for human cardiac and vascular tissues.

On September 12, 2006, we entered inte a Fourth Amendment to the First Amended Exclusive Distribution
and License Agreement with MSD, providing among other things for us to supply MSD with human allograft
tissue and bone paste for spine surgery. Among other things, the amended MSD distribution agreement: 1)
modifies the exclusivity provisions of the MSD distribution agreement to permit us to distribute spinal allograft
implants in the United States through channels other than MSD, 2) provides that we will set priority on
processing the implants ordered by MSD, using our best efforts to meet the needs of MSD and its surgeons, 3)
ends the requirement that MSD make minimum purchases of exclusive products, 4) modifies the product and
transfer fee schedules between us and MSD, and 5) provides us with certain development and processing rights
relating to jointly-owned intellectual property. '

We paid MSD a fee of $3.0 million upon execution of the Fourth Amendment to buyout exclusivity
provisions under the former distribution agreement. The Fourth Amendment requires us to pay MSD a royalty on
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any transfer fees from new spinal allograft distributors. In addition to other changes in the fee schedules, the
Fourth Amendment provided for MSD to pay us 2 processing fee surcharge related to allograft processed and
shipped during the months of June, 2006 through September, 2006 as follows: June, 2006, $672,000, July, 2006,
$500,000, August, 2006, $500,000, and September 2006, $328,000. The new agreement includes increases to
transfer fees of approximately 10%. The new.fees became effective October 1, 2006,

On February 20, 2004, we entered into a long-term financing agreement with a major financial institution.
The agreement consists of a $9.0 million five-year term loan and a five-year $16.0 million revolving line of
credit. The $9.0 million term loan calls for monthly principal payments of $125,000. Interest on the term loan
agreement is paid monthly at LIBOR plus 4.25% (9.58% at December 31, 2006). Under the $16.0 million
revolving line of credit, we can borrow up to the maximum eligible amount, based on certain outstanding
receivables of which $6.6 million is available at December 31, 2006. Interest on outstanding amounts under the
revolving line of credit is payable at LIBOR plus 3.75%. Principal and interest on the revolving line of credit are
payable upon maturity. There is a 0.5% fee payable on the unused portion of the revolving credit facility. No
amounts were outstanding under the revolving line of credit at Decernber 31, 2006. The term loan and revolving
line of credit are fully collateralized by substantially all of the assets of the Company including accounts
receivable, inventories and certain property and equipment. - .

The credilt agreement also contains various restrictive covenants which limit, among other things,
indebtedness, liens and business combination transactions. The original credit agreement included a requirement
to maintain certain financial covenant ratios computed on a four-quarter rolling average, including operating cash
flows to fixed charges, senior debt to EBITDA, and total debt to EBITDA, as defined in the agreement. In the
second quarter of 2006, the lender replaced all financial covenants with a minimum liquidity requirement of
$6.0 mitlion. Minimum liquidity is defined as the amount available under the revelving line of credit plus
unrestricted cash. If the lender had not replaced the financial covenants with the new minimum liquidity
requirement, we would have been in violation of the previous financial covenants in the second, third and fourth
quarters of 2006. We exceeded the $6.0 million minimum liquidity requirement as of December 31, 2006.

Effective November 1, 2004, we entered into an amended lease agreement for certain equipment. The
amended lcase revises the terms of the previous lease agreement, including monthly payments, lease term and
end of term provisions. The amended lease calls for monthly principal and interest payments of $70,000. The
term is for 36 months, beginning November 1, 2004, and contains a bargain purchase option at the end of the
lease term. As a result of the lease amendment, we recorded additional capital lease obligations of $1.6 million.
We had no new capltal lease obligations in 2006.

The following table provides a summary of our debt obligations, capital lease obligations, operating lease
payments, estimated future expenditures and other purchase obligations as of December 31, 2006.

Contractual Payments Due by Period
Total 2007 2008 2009 2000 2011

) . (1o thousands)

Debtth ... .. ....... S e $4.875 $1,500 $1,500 $1875 $— $—
Capital lease obllgauonsm ............... PR . 801 775 24 2 — —
Operating lease payments® .. ... .. ...... e 1,370 598 412 209 136 A5
Estimated future expenditures®®! ....................... 200 150 10 — — —
Other purchase obligations®™ ... ........... [N 371 371 —_ — — —_

o Total L $7.617 $3,434 $1946 3$2,086 $136 $ 15

() These amounts are included on our Consolidated Balance Sheets, excluding interest, which is estimated to
be $701 for the next three years based upon an assumed interest rate of 9.58%, representing the effective
interest rate as of December 31, 2006. :
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2).  The present value of these obligations, excluding interest, is included on our Consolidated Batance Sheets.
. See Note 10 of the Consolidated Financial Statements for additional information about our capital lease
obligations.
3 Qur operating lease obligations are descrlbed in Note 15 of the Notes to the Consolldated Fmancml
Statements. ‘
4  These amounts consisted of contractual obligations for tissue recovery development grants.
" Qur other purchase obligations consisted of our issued and outstanding purchase orders as of December 31,
2006. :

As of December 31, 2006 we had federal and state net operating loss carryforwards of $21.8 million and
$34 8 million, respectlvely and research and experimentation tax credit carryforwards of $2.8 million. We
anticipate a portion of these amounts will be utilized to offset our tax liability in 2007, with any remainder used
in ensuing years. When these carryforwards are fully utilized, they will increase our cash flows by $10.8 million
due to the reduction in taxes payable.

Impact of Inflation

. Inflation generally affects us by increasing our cost of labor, equipment and processing tools and supplies.
We do not believe that the relatively low rates of inflation experienced in the United States since the time we
began operations have had any material effect on our business,

Item 7A QUANTITATIVE AND QUALITATIVE DISCLOSURES ABOUT MARKET RISK,

Wc are subject to market risk frorn exposure to changes in 1nterest rates based upon our financing, investing
and cash management activities. We do not expect changes in interest rates to have a material adverse effect on
our income or our cash flows in 2007. However, we cannot assure that interest rates will not significantly change
in 2007. We do not enter into derivatives or other financial instruments for trading or speculative purposes. A
1.0% increase m interest rates would not have a material effect on our results of operations.

Item 8. CONSOLIDATED FINANCIAL STATEMENTS AND SUPPLEMENTARY DATA,

Our consolidated financial statements and supplementary data requ1red in this item are set forth at the pages
indicated in Item 15(a)(1).

Item9. CHANGES IN AND DISAGREEMENTS WITH ACCOUNTANTS ON ACCOUNTING AND
FINANCIAL DISCLOSURE.

Not applicable.

Item 9A. CONTROLS AND PROCEDURES.

Attached as exhibits to this Form 10-K are certifications of our Chief Executive Officer (CEQ) and Chief
Financial Officer (CFO), which are required in accordance with Rule 13a-14 of the Securities Exchange Act of
1934, as amended (the Exchange Act). This “Controls and Procedures” section includes information concerning
the controls and controls evaluation referred to in the certifications. The report of Deloitte & Touche LLP, our
independent registered public accounting firm, regarding its audit of our internal control over financial reporting
and of management’s assessment of internal control over financial reporting set forth below in this section
appears on page 39. This section should be read in conjunction with the certifications and the
Deloitte & Touche LLP report for a more complete understanding of the topics presented.

As of the end of the period covered by this report, an evaluation was petformed on the effectiveness of the
design and operation of our disclosure controls and procedures under the supervision and with the participation
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of our management, including our Chief Executive' Officer and Chief Financial Officer. Based upon that
evaluation, our Chief Executive Officer and Chief Financial Officer concluded that the design and operation of
our disclosure controls and procedures were effective as of the end of the period covered by this report.

Management’s Report on Effectiveness of Internal Controls

' The management of Regeneration Technologies, Inc. and subsidiaries (the “Company”) is responsible for
establishing and maintaining adequate internal control over financial reporting (as defined in Securities Exchange
Act Rules 13a-15(f) and 15d-15(f)). The Company’s internal control system was designed to provide reasonable
assurance to the Company’s management and board of directors regarding the preparatnon and fair presentation
of published financial statements.

All intemmal control systems, no matter how well designed, have inherent limitations, Therefore, even those
systems determined to be effective can provide only reasonable assurance with respect to financial statément
preparation and presentation. ‘

The Company’s management assessed the effectiveness of the Company’s internal control over financial
reporting as of December 31, 2006. In making this assessment, it used the criteria set forth by the Committee of
Sponsoring Organizations of the Treadway Commission (“COSO™) in Internal Control — Integrated Framework.
Based on this assessment, management believes that, as of December 31, 2006, the Company’s internal control
over financial reporting is effective based on those criteria.

There have been no changes in the Company’s internal control over financial reporting that occurred during
the Company’s last fiscal quarter that materially affected, or are reasonably likely to materially affect the
Company’s internal control over financial reporting.

The Company’s independent registered public accounting firm has issued an attestation report on

management’s assessment-of the Company’s internal control over financial rcportmg This report appears on
page 39.
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REPORT OF IND_EPENDENT REGISTERED PUBLIC ACCOUNTING FIRM
To the Board of Directors and Stockholders of Regeneration Technologies, Inc.
Alachua, Florida

We have audited management’s assessment, included in the accompanying Management’s Report on
Effectiveness of Internal Controls, that Regeneration Technologies, Inc. and subsidiaries (the “Company™)
maintained effective internal control over financial reporting as of December 31, 2006, based on criteria
established in Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations of
the Treadway Commission. The Company’s management is responsible for maintaining effective internal control
over financial reporting and for its assessment of the effectiveness of internal control over financial reporting.
Our responsibility is to express an opinion on management’s assessment and an opinion on the effectiveness of
the Company’s internal control over financial reporting based on our audit.

We conducted our audit in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether effective internal control over financial reporting was maintained in all material respects. Our audit

included obtaining an understanding of internal control over financial reporting, evaluating management’s

assessment, testing and evaluating the design and operating effectiveness of intemal control, and performing such
other procedures as we considered necessary in the circumstances. We believe that our audit provides a
reasonable basis for our opinions.

A company’s internal control over financial reporting is a process designed by, or under the supervision of, the
company’s principal executive and principal financial officers, or persons performing similar functions, and
effected by the company’s board of directors, management, and other personnel to provide reasonable assurance
regarding the reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles. A company’s internal control over financial reporting
includes those policies and procedures that (1) pertain to the maintenance of records that, in reasonable detail,
accurately and fairly reflect the transactions and dispositions of the assets of the company; (2) provide reasonable
assurance that transactions are recorded as necessary to permit preparation of financial statemenis in accordance
with generally accepted accounting principles, and that receipts and expenditures of the company are being made
only in accordance with authorizations of management and directors of the company; and (3} provide reasonable
assurance regarding prevention or timely detection of unauthorized acquisition, use, or disposition of the
company’s assets that could have a material effect on the financial statements.

Because of the inherent limitations of internal control over financial reporting, including the possibility of
collusion or improper management override of controls, material misstatements due to error or fraud may not be
prevented or detected on a timely basis. Also, projections of any evaluation of the effectiveness of the internal
control over financial reporting to future periods are subject to the risk that the controls may become inadeguate

because of changes in conditions, or that the degree of compliance with the policies or procedures may
deteriorate.

In our opinion, management’s assessment that the Company maintained effective internal control over financial
reporting as of December 31, 2006, is fairly stated, in all material respects, based on the criteria established in
Internal Control—Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway
Commission. Also in our opinion, the Company maintained, in all material respects, effective internal control
over financial reporting as of December 31, 2006, based on the criteria established in Internal Control—
Integrated Framework issued by the Committee of Sponsoring Organizations of the Treadway Commission.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the consolidated financial statements and financial statement schedule as of and for the year

ended December 31, 2006 of the Company and our report dated March 12, 2007 expressed an unqualified
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opinion on those consolidated financial statements and financial statement schedule and included an explanatory
paragraph regarding the Company’s adoption of Statement of Financial Accounting Standards No. §23R, Share-
Based Payment.

fs/ DELOITTE & TOUCHE LLP
Certified Public Accountants

Tampa, Florida .
March 12, 2007
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Item 9B. OTHER INFORMATION.

None.
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PART I

Item 10. DIRECTORS, EXECUTIVE OFFICERS AND CORPORATE GOVERNANCE.

The information set forth under the caption “Directors and Executive Officers” in our definitive proxy
statement to be used in connection with our 2007 Annual Meeting of Stockholders is incorporated by reference.
Information relating to our Code of Ethics that applies to our senior financial professionals is included on page 2
of this Annual Report on Form 10-K.

Item 11. EXECUTIVE COMPENSATION.,

The information set forth under the caption *Executive Compensation™ in our definitive proxy statement to
be used in connection with our 2007 Annual Meeting of Stockholders is incorporated by reference.

Item 12. SECURITY OWNERSHIP OF CERTAIN BENEFICIAL OWNERS AND MANAGEMENT
AND RELATED STOCKHOLDER MATTERS.

The information set forth under the caption “Beneficial Ownership of Common Stock by Certain
Stockholders and Management” in our definitive proxy statement to be used in connection with our 2007 Annual
Meeting of Stockholders is incorporated by reference.

Item 13, CERTAIN RELATIONSHIPS AND RELATED TRANSACTIONS, AND DIRECTOR
INDEPENDENCE.

The information set forth under the caption “Certain Relationships and Related Transactions” in our
definitive proxy statement to be used in connection with our 2007 Annual Meeting of Stockholders is
incorporated by reference.

Item 14. PRINCIPAL ACCOUNTANT FEES AND SERVICES.

The information set forth under the caption “Audit Matters—Audit Fees” in our definitive proxy statement
to be used in connection with our 2007 Annual Meeting of Stockholders is incorporated by reference.




PART IV

Item 15. EXHIBITS AND FINANCIAL STATEMENT SCHEDULES.

{a)

(1) Financial Statements:
See “Index to Consolidated Financial Statements and Consolidated Financial Statement Schedule” on page

46, the Independent Registered Public Accounting Firm’s Report on page 47 and the Consolidated Financial
Statements on pages 48 to 71, all of which are incorporated herein by reference.
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(2) Financial Statement Schedule:
The following consolidated financial statement schedule is filed as part of this Report
Schedule II, Valuation and Qualifying Accounts for the years ended December 31; 2006, 2005 and 2004.

(3) Exhibits: .
The following exhibits are filed as part of this report or incorporated herein by reference.

Asset Purchase Agreement by and among University of Alaberna Health Services Foundation, P.C.,
Alabama Tissue Center, Inc. and Regeneration Technologies, Inc., dated April 27, 2000.'*

Certificate of Incorporatio-n of Regeneration Technologies, Inc.!
Bylaws.!

Certificate of Designation of Rights and Preferences of Class A Preferred Stock, Class B Preferred
Stock and Class C Preferred Stock of Regeneration Technologies, Inc.!

Amended and Restated Registration Rights Agreement dated as of October 11, 1999, by and among
Regeneration Technologies, Inc., the investors set forth on Exhibit A to the Class C Preferred Stock and
Warrant Purchase Agreement dated as of October 11, 1999 and the Stockholders listed on Exhibits A
and B thereto.!

Stockholder’s Agreement dated as of October 11, 1999, by and mnong Regeneration Technologies, Inc.,
the investors set forth on Exhibit A to the Class C Preferred Stock and Warrant Purchase ‘Agreement
dated as of October 11, 1999 and the Stockholders listed on Exhibits A, B and C thereto.! |

Specimen Stock Certificate.! -

Purchase Agreement, dated November 26, 2002, among the Regeneration Technologiee, Inc. and the
Investors listed on the signature page thereto.?

Registration Rights Agreement, dated November 26, 2002, among Regeneranon Technologles Inc. and
the Investors listed on the signature page thereto.? ‘

~ Program Transfer Agreement between Regeneration Technologies, Inc. and the U_niversity of Florida
" Tissue Bank, Inc. dated April 15, 1999.1%

Tissue Recovery Agreement between Regeneranon Technologies, Inc. and the Umvers1ty of Florida
Tissue Bank, Inc. dated Apnl 15, 1999 1%

Exclusive DlS[I’lbutOI‘Shlp Agreement between Regeneration Technologies, Inc. and C.R. Bard, Inc.,
dated June 6, 1998.1*

Exclusive License Agreement between -Regeneration Technologies, Inc., as successor in interest to the
University of Florida Tissue Bank, Inc. and Exactech, Inc., dated April 22, 1997, as amended.!*

Master Lease Agreement between Regeneration Technologies, Inc., as successor in interest to the
University of Florida Tissue Bank, Inc., and American Equipment Leasing, dated January 23, 1998.1
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10.6
10.7

10.8
10.9
10.10
10.11

10.12
10.13
10.14
10.15
10.16
10.17
16.18

10.19
10.20
10.21
10.22

10.23

10.24

10.25

10.26

21

Purchase Contract between Regeneration Technologies, Inc. and Echelon International Corp., dated
January 31, 2000, as amended.!

Lease between Echelon International Corp. and Regeneration Technologies, Inc., dated February 4,
2000.! '

Lease between Regeneration Technologies, Inc. and First Street Group L.C., dated June 14, 1999.!
Omnibus Stock Option Plan.!
Year 2000 Compensation Plan.!

Form of Indemnification Agreement between Regeneration Technologies, Inc. and its directors and
executive officers.!

Employment Agreement between Regeneration Technologies, Inc. and Brian K. Hutchison, dated
November 30, 2001.2 '

Employment Agreement between Regeneration Technologies, Inc. and Thomas F. Rose, dated May 1,
2002.7

Incentive Stock Option Grant Agreement between Regeneration Technologies, Inc. and Brian K.
Hutchison, dated December 3, 2001.2 :

Separation Agreement and Release betwecn Regeneration chhnologlcs Inc. and Jamie M. Grooms,
dated June 17, 20023

$25,000,000 Loan Agreement, dated as of February 20, 2004, by and among Regeneration
Technologies, Inc. and certain of its subsidiaries and Merrill Lynch Business Financial Services, Inc.?

Employment Agreement between Regeneration Technologies, Inc. and Roger W. Rose, dated
October 21, 2002.2

First Amended Exclusive Distribution and License Agreement, effective as of April 15, 2004, between
Regeneration Technologies, Inc. and Medironic Sofamor Danek USA, Inc.5*

Regeneration Technologies, Inc. 2004 Equity Incentive Plan.?
Form of Nonqualified Stock Option Grant Agreement.'?
Form of Incentive Stock Option Grant Agreement.'?

Second Amendment to the First Amended Exclusive Distribution and License Agreement, effective as
of December 153, 2005, between Regeneration Technologies, Inc. and Medtronic Sofamor Danek USA,
Inc. !

Third Amendment to the First Amended Exclusive Distribution and License Agreement, effective as
of December 15, 2005, between Regeneration Technologies, Inc. and Medtronic Sofamor Danek USA,
Inc. ¢!

First Amended Exclusive License and Distribution Agreement, effective as of December 19, 2005,
between Regeneration Technologies, Inc, and Exactech, Inc. 1!

Fourth Amendment to the First Amended Exclusive Distribution and License Agreement, effective as
of September 12, 2006, between Regeneraucm Technologies, Inc. and Medtronic Sofamor Danek
USA, Inc.i2}

Exchange and Service Agreement, dated December 15, 2006, between Regeneration Technologies,
Inc. and CryolLife, Inc.t

Subsidiaries of the Registrant.?




23.1
311

31.2

321

322
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Consent of Independent Registered Public Accounting Firm.

Certification of Brian K. Hutchison, Chairman, President and Chief Executive Officer, pursuant to
Section 302 of the Sarbanes-Oxley Act of 2002.

Certification of Thomas F. Rose, Vice President, Chief Financial Officer and Secretary, pursuant to
Section 302 of the Sarbanes-Oxley Act of 2002.

Certification of Brian K. Hutchison, Chairman, President and Chief Executive Officer, pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002, regarding the information contained in Regeneration
Technologies, Inc.’s Annual Report on Form 10-K for the year ended December 31, 2004,

Certification of Thomas F. Rose, Vice President, Chief Financial Officer and Secretary, pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002, regarding the information contained in Regeneration
Technologies, Inc.’s Annual Report on Form 10-K for the year ended December 31, 2004.

Incorporated by reference to our Registration Statement on Form S-1 (File No. 333-35756).

Incorporated by reference to our Annual Report on Form 10-K for the year ended December 31, 2001.
Incorporated by reference to our Quarterly Report on Form 10-Q for the quarter ended June 30, 2002.
Incorporated by reference to our Quarterly Report on Form 10-Q for the quarter ended September 30, 2002.
Incorporated by reference to our Current Report on Form 8-K filed on December 2, 2002.

Incorporated by reference to our Annual Report on Form 10-K for the year ended December 31, 2002,
Incorporated by reference to our Annual Report on Form 10-K for the year ended December 31, 2003.
Incorporated by reference to our Quarterly Report on Form 10-Q for the quarter ended March 31, 2004,
Incorporated by reference 10 our Quarterty Report on Form 10-Q for the quarter ended June 30, 2004.
Incorporated by reference to our Annual Report on Form 10-K for the year ended December 31, 2004,
Incorporated by reference to our Annual Report on Form 10-K for the year ended December 31, 2005.
Incorporated by reference to our Quarterly Report on Form 10-Q for the quarter ended September 30, 2006.
Confidential treatment granted as to certain portions, which portions were omitted and filed separately with
the Commission.

Confidential treatment requested as to certain portions, which portions were omitted and filed separately
with the Commission.
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REPORT OF INDEPENDENT REGISTERED PUBLIC ACCOUNTING FIRM

To the Board of Directors and Stockholde;s of Regeneration Technologies, Inc.
. Alachua, F!orida

We have audited the accompanying consolidated balance sheets of Regeneration Technologies, Inc. and
subsidiaries (the “Company”) as of December 31, 2006 and 2005, and the related consolidated statements of
operations, stockholders’ equity, and cash flows for each of the three years in the period ended December 31,
2006. Our audits also included the financial statement schedule listed in Item 15(a)(2). These financial statements
and financial statement schedule are the responsibility of the Company’s management. Our responsibility is to
express an opinion on the financial statements and financial statement schedule based on our audits. -

We conducted our audits in accordance with the standards of the Public Company Accounting Oversight Board
(United States). Those standards require that we plan and perform the audit to obtain reasonable assurance about
whether the financial statements are free of material misstatement. An audit includes examining, on a test basis,
evidence supporting the amounts and disclosures in the financial statements. An audit also includes assessing the
accounting principles used and significant estimates made by management, as well as evaluating the overall
financial statement presentation. We believe that our audits provide a reasonable basis for our opinion.

In our opinion, such consolidated financial statements present fairly, in all material respects, the financial
position of Regeneration Technologies, Inc. and subsidiaries as of December 31, 2006 and 2005, and the results
of their operations and their cash flows for each of the three years in the period ended December 31, 2006, in
conformity with accounting principles generally accepted in the United States of America. Also, in our opinion,
such financial statement schedule, when considered in relation to the basic consolidated financial statements
taken as a whole, presents fairly, in all material respects, the information set forth therein. '

As discussed in Note 2 to the consolidated financial statements, on Januvary 1, 2006, the Company adopted
Statement of Financial Accounting Standards No. 123R, Share-Based Payment.

We have also audited, in accordance with the standards of the Public Company Accounting Oversight Board
(United States), the effectiveness of the Company’s internal control over financial reporting as of December 31,
2006, based on the criteria established in Internal Control—Integrated Framework issued by the Committee of
Sponsoring Organizations of the Treadway Commission and our report dated March 12, 2007, expressed an
unqualified opinion on management’s assessment of the effectiveness of the Company’s internal control over
financial reporting and an unqualified opinion on the effectiveness of the Company's internal control over
financial reporting.

/s/ DELOITTE & TOUCHE LLP
Certified Public Accountants

Tampa, Florida
March 12, 2007
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REGENERATION TECHNOLOGIES, INC. AND SUBSIDIARIES

Consolidated Balance Sheets
(In thousands, except share data)

Current Assets:
Cashandcashequivalents .. . ... . ... .. .. .. . .. . e
Accounts receivable—less allowances of $248 in 2006 and $1,009in 2005 ........
Inventories—net ........... e PR
Prepaid and other currentassets . ...... ... .. i e S
Deferred tax assets—current .. ........... .. covirennn. [P

Liabilities and Stockholders’ Equity
Current Liabilities: ‘
Accounts payable . ... e
ACCIUC EXPEIISES . .. ..ottt et e et e e e e e
Current portion of deferredrevenue .. ........ .. ... .. ... ... ... i...
Current portion of long-term obligations . ........ ... ... ... ... . . . . . ... ce...

Total current liabilities .. ....... ... ... ... ... i i i
Long-term obligations—less current portion . .............. . ... ... ...,
Other long-term liabilities . .. ... ... ... .00 i e i

Deferred tax liabilities . ........... i .

Deferredrevenue ................. e N
Total liabilities ......... e PR

Commitments and contingencies

Stockholders’ equity:
Common stock, $ .001 par value: 50,000,000 shares authorized; 29,773,515 and
29,688,363 shares issued and outstanding, respectively ... ............... ...
Additional paid-in capital ......... e
Accumulated deficil . ... .. .. . e e

Total stockholders’ equity . .......... . i
Total liabilities and stockholders’ equity .......................

See notes to consolidated financial statements.
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December 31, .
2006 2005
$ 15509 $ 25.559
9337 9021
37026 38,534

941 832
10488 11,349
73301  85.295
41,047 44527
4,893 _
2863 2,863
7704 9,577

$129.808 $142,262
$ 7949 § 7.123

6293 6,189

— 89
2275 2297
16517 15,698
3401 5.606

— 250

— 2,357

_ 538
19918 24449

30 30
120772 126.570
(19,808)  (8,773)

R
109,890 - 117,813

$120,808 $142,262




REGENERATION TECHNOLOGIES, INC. AND SUBSIDIARIES

Consolidated Statements of Operations
(In thousands, except share and per share data)

Year Ended December 31,
2006 2005 2004
Revenues: : '
Fees from tissue distribution ... ........... ... ... ... ... 3 70,158 % 72337 % 89,603
Other reVENUES . . . . ..o e e e et e e 3,812 2,862 3,100
Total revenues . ...... .. ...cuuriiiiiiiiinnnnnn. 73,970 75,199 92,703
Costs of processing and distribution ......... ... .. ... ... .. 54,647 55,457 55,526
Grossprofit ....................... e 19,323 19,742 3,177
Expenses: .
Marketing, general and administrative .................... 27,252 23,350 23,224
Researchand development ............................. 5,403 3,003 3,838
Asset impairment and abandonments . .................... 4,202 336 136
Totalexpenses .. ....... i iieriii i 36,857 28,689 - 27,198
Operating (10S$) INCOME .. ..ottt rnn i, (17,534) (8,947) 9,979
Other (expense) income: :
Interest eXpense . . .......vuotiin et (898) (862) (967) |
Interest INCOMMIE ... .. vttt cn e eein i n i annn 934 361 96 '
Total other income (expense)—net . .................. 36 (501) (871)
|
(Loss) income before income tax benefit (expense) . ........ ... .. (17,498) (9,448) 9,108 !
Income tax benefit (expense) ................... ... ..l 6,373 3,897 (2,953) !
Net (loss)income .. ................ e $ (LI25) $ (5,551) % 6,155 '
Net (loss) income per common share—basic ................... 3 (0.37) $ (0.20) $ 0.23
Net (loss) income per common share—diluted . ................. $ (037 % 0.20) $ 0.23 :
Weighted average shares outstanding—basic .. ................. 29,753,166 27,754,003 26,593,030 ‘
Weighted average shares outstanding—diluted ................. 29,753,166 27,754,003 27,063,283 ‘
—_— i
)

See notes to consolidated financial statements.
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REGENERATION TECHNOLOGIES, INC. AND SUBSIDIARIES

' Balance, January 1,2004 . ..

Consolidated Statements of Stockholders’ Equity

Exercise of common stock options ... .

Vested deferred compensation ........

Income tax benefit from nonqualified

stock option exercises ...
Netincome ..............

Balance, December 31, 2004

Issuance of common stock . .
Stock issuance costs .......

. Exercise of common stock options . ...
Vested deferred compensation . .... ...
Income tax benefit from nonqualified

stock option exercises

Netloss .................

Balance, December 31, 2005

Exercise of common stock options .. ..
Vested deferred compensation . .......
Income tax benefit from nonqualified

stock option exercises ...
Netloss.................

Balance, December 31, 2006

(In tlmusandsj
Additional
Common Paid-in Accumulated Deferred Treasury
Stock Capital Deficit Compensation Stock Total
$26 3102018 $ (9377 $(256) ‘$(14) $ 92,397
1 551 — — — 552
—_ (23) —_ 220 —_ 197
— 301 —_ — — 301
— —_ 6,155 — — 6,155
27 102,847 (3,222) (36) (14) 99,602
3 23,937 — — — 23,940
—_ (1,565) — — —_ (1,565)
— 1,296 — — —_ 1,296
— — — 36 — 36
— 55 — — — 55
— — (5,551) — — (5,551)
30 126,570 (8,773) — a4 117,813
—_ 47 —_ — — 47
—_ 3,138 — — — 3,138
—_ 17 —_ — — 17
_ — (11,125) —_ — (11,125)
$ 30 $129,772 $(19,898) $— $(14) $109,890

See notes to consolidated financial statements,
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! REGENERATION TECHENOLOGIES, INC. AND SUBSIDIARIES
I W
' Consolidated Statements of Cash Flows
. (In thousands)
Year Ended December 31,
2006 2005 2004 :
Cash flows from operating activities:
Net (loss)income ............ e e e e e © 5(11,125) $(5.551) § 6,155 ]
Adjustments to reconcile net (loss) income to net cash used in operating activities: ) ‘
Depreciation and AMOTHZAHON EXPERASE .. .o\ v vt v it et s antnrenarn e e oaeennnan 5235 4591 4,422
Amortization of deferred financing costs . . . .. e e 170 1713 139
Provision for (reduction of) bad debts .. .. ... ..\ evii it 14 © 26 ' (405) L
Provision for inventory WHtedowns . ... .. ... ... it i it 3.855 3,673 1,165 ‘|
Provision for (reduction of) product Tetums . . ... ...t (40) — 15 ‘
Amortization of deferred rBVENUE . .. ... ... . e (71) (438) (365)
Deferred income tax (benefit) expense ... ... i (6,373) (3,873) 2,940
Deferred stock-based compensation and nonqualified optionexpense ..................... feee- 3,138 36 197 ‘
Derivative 1085 L. .\ e e — - 61 !
(Gain) 1oss on asset Sale .. ...\ ... i e e a e i 33 (142) 136
Write-off of capitalized patent and trademark expenses . .............c.coeeieen... L. 69 478 —_
ASSELIMPAITINENL . ... ... ...l ittt tetsaasesasaracerorensaerssenneans 4,100 — C—- :
Changes in assets and liabilities: - : . ]
ACCOUNLS TECEIVADIE . ... .. ittt i e it e in e aia et 491 697 (3,212)
L T (2,347) (1,776} 60
Income taxesreceivable .................. ..., [ Ce e [T TP —_ — 26
Prepaid and other currentassets ........... F et e ettt ataiaeeeieraiaaaa e (0% 359 (569) :
Otherassets ......... e e e s S L2718 (522) 1,180 i
Accountspayable ~ . ................. P i, 679  (1,165) (11,928) §
ACCTUB BXPRMBES . . ittt it in st ittt e i aas 104 1,553 (1,243)
Other non-curment Babilities . .. ... .. i i i ittt rrr i r v a e (250) — — :'
DEferTed FEVENUE .. ..ot et et e et e et e et e e e et et e e e e e e s (556) — (1,643)
Net cash used in operating activities ........... TR (6,743) (1,681) (2,869) ]
Cash flows from investing activities: L i
Purchases of property, plant and eqUipment . ...........c.c.iiiiiieiiii i (1,328) (3,999 . (2,821) !
Proceeds from sale of property, plantand equipment ........ ... ..o 200 — — '
Purchase of intellectual property ...........c.iiiiiir it irraess L (1,600) — ;
Decrease ini restricted deposits . 0. ... .o ivveieniitiaenns O i — — 14,757 !
' Net cash used in investing activIbIES . . ... . .. (1,128) (5,599 11,936 !
Cash flows from financing activities: '
Proceeds from stOCK I8SUaICE . .. ... . ittt e i i e e ey 23,940 — L
Stock issuance costs .. .............. et {1,565) — F
Proceeds from exercise of StoCK OPtIONS ... ... ittt et it errtrrrranraaraaenen -47 1,296 552 ;
Payment made to terminate SWEP BZIEEMENT . .. ...\ uurstrnesranreeanateiaianaeeninnneeenas — (1,613) ;
Payments on long-term obligations .. ......... ... ..o o (22260 (2316 (2,653) ‘
Paymentonnotepayable ........... ... ... ........il.. — . (12,068) ‘
Proceeds from issuanceof termloan . ....... .. ..o, e — 9,000 ‘
Debt ISSUANCE COSIS . | ..yt rer et iineaeanannnn P — (852) i
Proceeds from revolving line of credit . ... ... . .. e 3,000 —_ !
Payment on revolving flineof credit . ... .. ... i i e s — (3,000) - ;_'
Net cash (used in) provided by financing activities .............. ... ... . ...l 2,179 21355 (7,634) Ir
Net (decrease) increase in cash and cashequivalents .. ........... ... ... . ittt (10,050) 14,075 1,433 ‘:
Cash and cash equivalents, beginning of year . ... ... .. ... . .. . L i 25,559 11,484 10,051 ‘
Cash and cash equivalents, end of YEar ... ... ...t iitiinterinieeinrar e aerenrtrnntaiesinannn $ 15509 $25.559 § 11484 '
- T = |
. 1
See notes to consolidated financial statements. '
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REGENERATION TECHNOLOGIES, INC. AND SUBSIDIARIES

Notes to Consolidated Financial Statements
Years Ended December 31, 2006, 2005 and 2004
(In thousands, except share and per share data)

1. Business

Regeneration Technologies, Inc. (“RTI”), and its subsidiaries (collectively, the “Company™)} process human
and animal tissue. The processing transforms the tissue into either.conventional or precision tooled allograft
implants (human) or xenograft implants (animal), some of which are patented. These implants are distributed
domestically and internationally, for use in musculoskeletal and cardiovascular reconstruction and fracture repair.

2. Summary of Significant Accounting Policies

Principles of Consolidation—The consolidated financial statements include the accounts of RTI and its
wholly owned subsidiaries, Regeneration Technologies, Inc. — Cardiovascular (formerly Alabama Tissue Center,
Inc.), Biological Recovery Group (inactive), and RTI Services, Inc. The consolidated financial statements also
include the accounts of RTI Donor Services, Inc. (“RTIDS”), which is a controlled entity. The consolidated
financial statements have been prepared.in accordance with accounting principles generally accepted in the
United States of America. All intercompany balances and transactions have been eliminated in consolidation.

RTIDS is a taxable not-for-profit entity organized and controlled by the Company, RTIDS is the corporate
entity that is responsible for procuring tissue for the Company. Expenses incurred by RTIDS to procure tissue are
passed through to the Company. RTIDS has no significant assets or liabilities except for its intercompany
account and accounts payable to tissue recovery agencies. The Company pays all expenses of RTIDS.

Cash and Cash Equivalents—The Company considers all funds in banks and short-term investments with
an original maturity of thre¢ months or less to be cash and cash equivalents.

Inventories—Implantable donor tissue inventories are stated at the lower of cost or market, with cost
determined using the first-in, first-out method. Inventory writedowns are recorded for unprocessed donor tissue
based on the estimated amount of inventory that will not pass the quality control process based on historical data,
and the amount of inventory that is not readily distributable or unusable. In addition, provisions for inventory
writedowns are estimated for tissue in process inventory that is not readily distributable or unusable. Any
implantable donor tissue deemed to be obsolete is included in the writedown at the time the determination is
made. ‘

Property, Plant and Equipment—Property, plant, and equipment are stated at cost less accumulated
depreciation and amortization. The cost, of equipment under capital leases and leasehold improvements is
amortized on the straight-line method over the shorter of the lease term or the estimated useful life of the asset.
Depreciation is computed on the straight-line method over the following estimated useful lives of the assets:

Buildings .. ........................ e e s 25 years
Building improvements and leasehold improvements ........................... e 8 to 10 years
Processing eqUIPINENL . . . . .. ...\t ettt e et 8 to 10 years
Office equipment, furniture and fixtures .. ....... .. . .. .. . . ... i i i 5to 7 years
Computer hardware and software . . ... .. ... . . . i 3 years

Saftware Development Costs—Included in property, plant and equipment are costs related to internally-
developed and purchased software that are capitalized. Capitalized costs include direct costs of materials and
services incurred in developing or obtaining internal-use software and payroll and payroll-related costs for
employees directly involved in the development of internal-use software.
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Debt Issuance Costs—Debt issuance costs include costs incurred to obtain financing. Upon funding of debt
offerings, deferred financing costs are capitalized as debt issuance costs and are amortized using the straight-line
method, which approximates the effective interest method, over the life of the related debt. At December 31,
2006 and 2005, debt issuance costs were $852 net of accumulated amortization of $483, and of $312,
respectively, and are included in other assets—net in the accompanying consolidated balance sheets.

Investment in Organ Recovery System, Inc.—The Company accounts for its investment in preferred shares

“of stock issued by Organ Recovery Systems, Inc. (“ORS”) under the cost method as the Company does not exert
~ control over ORS. Management monitors the performance of ORS and evaluates the assumptions and methods
used to assess the fair value of its investment in ORS at each reporting period. (See Note 9)

Research and Development Costs—Research and development-costs, including the cost of research and
development conducted for others and the cost of contracted research and development, are expensed as incurred.
Research and developmenl costs for the years ended December 31, 2006, 2005 and 2004 were $5, 403, $5,003
and $3,838, respectlvely

Revenue Recognition—Revenue is recognized upon, shipping, or receipt by the Company’s customers of
the processed tissue for implantation, depending on the Company’s distribution agreements with the Company’s
customers or distributors. Revenue from consignment inventory is recognized when the tissue is transferred from
the Company’s consignment inventory locations to the Company’s customers for implantation. Other revenues
are recognized when all significant contractual obligations have been satisfied.

The Company permits returns of tissue in accordance with the terms of contractual agreements with
customers if the tissue is returned in a timely manner, in unopened packaging and from the normal channels of
distribution. Allowances for returns are provided based upon analysis of the Company’s historical patterns of
retwns matched against the revenues from which they originated.

Deferred revenue consisting of up-front fees received from Medtronic Sofamor Danek (“MSD”) in the
period ended December 31, 1998 which was deferred and is being recognized as revenue on a straight-line basis
over the 12 year life of the exclusive management services agreement with MSD, This revenue is recorded in
other revenues in the consolidated statements of operations. As a result of the amended agreement with MSD,
there is no remaining deferred revenue as of December 31, 2006. (See Note 7)

Other Revenues—Other revenues consists of tissue recovery fees, biomedical laboratory fees,
manufacturing royalties, shipping fees, distribution of reproductions of our implants to dlstrlbutors for
demonstratlon purposes and restocking fees.

Income Taxes—The Company uses the asset and liability method of accounting for income taxes. Deferred
income taxes are recorded to reflect the tax consequences on future years for differences between the tax basis of
assets and liabilities and their financial reporting amounts at each year-end based on enacted tax laws and
statutory tax rates applicable to the periods in which the differences are expected to affect taxable income.
Valuation allowances are established when necessary to reduce deferred tax assets to amounts which are more
likely than not to be realized.

Stock-Based Compensation Plans—Effective January 1, 2006, the Company adopted the provisions of
SFAS No. 123R, Share-Based Payment (“SFAS 123R”), which established the financial accounting and reporting
standards for stock-based compensation plans. SFAS 123R requires the measurement and recognition of
compensation expense for all stock-based awards made to employees and directors, including employee stock
options and restricted stock. Under the provisions of SFAS 123R, stock-based compensation cost is measured at
the grant date, based on the calculated fair value of the award, and is recognized as an expense on a straight-line
basis over the requisite service period of the entire award (generally the vesting period of the award).
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In March 2005, the Securities and Exchange Commission (the “SEC”) issued Staff Accounting Bulletin
No. 107 (“SAB 107”) regarding the SEC’s interpretation of SFAS 123R and the valuation of share-based payments
for public companies. The Company has applied the provisions of SAB 107 in its adoption of SFAS 123R. - .

In November 2005, the Flna.ncml Accountmg Standards Board (“FASB™) issued FASB Staff Position
(“FSP™) No. FAS 123(R)-3, “Transition Election Related to Accounting Jor Tax Effects of Share-Based Payment
Awards” (“FSP 123R-3"). The Company has elected to adopt the alternative transition method provided in the
FSP 123R-3 for calculating the tax effects of stock-based compensation pursuant to SFAS 123R. The alternative
transition method includes simplified methods to establish the beginning balance of the additional paid-in capital
pool (“APIC pool”) related to the tax effects of employee stock-based compensation; and to determine the
subsequent impact on the APIC pool and'Consolidated Statements of Cash Flows of the tax effects of employee
stock-based compensation awards that are outstandmg upon adoption of SFAS 123R.

The Company elected to use the modified prospective transition method as permitted by SFAS 123R and,
therefore, financial results for prior perlods have not been restated. Under this transition method, stock-based
compensation expense for the year ended December 31, 2006 includes expense for all equity awards granted
prior to, but not yet vested as of January 1, 2006, based on the grant-date fair value estimated in accordance with
the original provisions of SFAS No. 123, 'Accounting for Stock-Based Compensation (“SFAS 123,”) as amended
by SFAS No. 148, Accounting for Stock-Based Compensation—Transition and Disclosure. Since the adoption of
SFAS 123R, there have been no changes to the Company’s stock compensation plans or modifications to
outstanding stock-based awards which would increase the value of any awards outstanding. Compensation
expense for all stock-based compensation awards granted subsequent to January 1, 2006 was based on the grant-
date fair value determined in accordance with the provisions of SFAS 123R.

SFAS No. 123(R) also requires the benefits of tax deductions in excess of recognized compensation cost to
be reported as a financing cash flow, rather than as an operating cash flow as previously required. .

Earnings Per Share—Basic eamings per share (“EPS”) is computed by dividing earnings attributable to
common stockholders by the weighted average number of common shares outstanding for the periods. Diluted
EPS reflects the potential dilution of securities that could share in the earnings. A reconciliation of the number of
common shares used in the calculation of basic and diluted EPS is presented below:

Yeai Ended December 31,
2006 2005 2004
Basicshares . ..... ..ot i i i e e e 29,753,166 27,754,003 26,593,030
Effect of dilutive secutities: ) _
Stock Options .............iu.ns e —_— — 470,253
Dilutedshares ..................... e r e e 29,753,166 27,754,003 27,063,283

Options to purchase 3,367,333 and 3 118,039 shares of common stock at prices ranging from $1.30 to
$14.95 per share were outstanding as of December 31, 2006 and 2005, respectively, and were not included in the
computation of diluted EPS because dilutive shares are not factored into the calculation of EPS when a loss from
continuing operations is reported. For the year ended December 31, 2004, approximately 1,575,000 of issued
stock options were not included in the computation of diluted earnings per share because they were anti-dilutive.

Use of Estimates—The prcparation of consolidated financial statements in conformity with accounting
principles generally accepted in the United States of America requires management to make estimates and
assumptions that affect the reported amounts of assets and liabilities and disclosures of contingent assets and
liabilities at the date of the financial statements and the reported amounts of revenues and expenses during the
reporting period. Estimates and assumptions relating to inventories, receivables, long-lived assets, investment
valuations and litigation are made at the end of each financial reportmg penod by management. Actual results
could differ from those estimates. .
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Impairment of Long-Lived Assets—Periodically, the Company evaluates the recoverability of the net
carrying amount of its property, plant and equipment and its intangible assets by comparing the carrying amounts
to the estimated future undiscounted cash flows generated by those assets. If the sum of the estimated future
undiscounted cash flows were less than the carrying amount of the asset, a loss woilld be recognized for the
difference between the fair value and the carrying amount.

[n the event that facts and circumstances indicate that the cost of long-lived assets, primarily property, plant
and equipment and certain identifiable intangible assets may be lmpau'ed the Company performs a recoverability
evaluation. If an evaluation is required, the undiscounted estimated future cash flows associated with the assets
are compared to the assets’ carrying amount to determine whether a wnte-down to fair value is required.

Impairment losses are measured as the amount by which the carrying amount of the assets exceeds the fair
value of the assets. When fair values are not available, the Company estimates fair value using the expected
futare cash flows discounted at a rate commensurate with the risks associated with the recovery of the assets.
Assets to be disposed of are reported at the lower of carrying amount or fair value less costs to sell.

Fair Value of Financial Instruments—The estimated fair value of financial instruments disclosed in the
consolidated financial statements has been determined by using available market information and appropriate
valuation methodologies. The carrying value of all current assets and current liabilities approximates fair value
because of their short-term nature. The fair value of the long-term debt obligations approximates the carrying
value based on its variable interest rate componem The fair value of capltal lease obligations approximates the
carrying value based on current market prices. - . :

Financial Instruments—The Company previously used derivative financial instruments in the management
of its interest rate exposure. The Company records all derivatives on the balance sheet at fair value. Changes in
the derivative fair values that were designated as cash flow hedges were deferred and recorded as a component of
accumulated other comprehensive income (“OCI”) until the hedged transactions occur and are recognized in
earnings. The ineffective portion of a hedging derivative's change in fair valie was immediately recognized in
earnings as interest expense. The Company does not use derivative financial instruments for trading or
speculative purposes. On February 20, 2004, the Company terminated its interest raté swap agreement by paying
off the fair value of the swap, or $1,613. The net increase in fair value for the derivative liability of the interest
rate swap for the period from December 31, 2003 to the termination date was $61. There are no derivative
financial instruments outstanding as of December 31, 2006 and 2005,

New Accounting Standards—In May 2005, FASB issued SFAS No. 154, “Accounting Changes and Error
Correctlons" (“SFAS 154”), which replaces APB Opinion No. 20 “Accounting Changes” and SFAS No. 3,
“Reporting Accounting Changes in Interim Financial Statements—An Amendment of APB Opinion No. 28.”
SFAS 154 provides guidance on the accounting for and reporting of accounting changes and error corrections. It
establishes retrospective application, or the latest practicable date, as the required method for reporting a change
in accounting principle and the reporting of a correction of an error. SFAS 154 is effective for accounting
changes and corrections of errors made in years beginning after December 15, 2005 and was adopted by the
Company effective January 1, 2006. The Company completed its evaluation of the effect of the adoption of
SFAS 154 had on its consolidated results of operations, financial condition and cash flows and determined that
the impact was immaterial.

In September 2006, the FASB issued Statement of Financial Accounting Standards No. 157, “Fair Value
Measurements” (“SFAS 157"). This Standard defines fair value,’establishes a framework for measuring fair
value in generally accepted accounting principles and expands disclosures about fair value measurements.
SFAS 157 is effective for financial statements issued for fiscal years beginning after November 15, 2007 and
interim periods within those fiscal years. The adoption of SFAS 157 is not expected to have a material 1mpaet on
the Company’s financial position, results of operations or cash flows.
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In February 2007, the FASB issued SFAS No. 159, “The Fair Value Option for Financial Assets and
Financial Liabilities” (“SFAS 159"). SFAS 139 expands opportunities to use fair value measurement in financial
reporting and permits entities to choose to measure many financial instruments and certain other items at fair
value. SFAS 159 is effective for fiscal years beginning after November 15, 2007. The Company has not decided
if it will early adopt SFAS 159 or if it will choose to measure any eligible financial assets and liabilities at fair
value.

In July 2006, the FASB issued FASB Interpretation No. 48, “Accounting for Uncertainty in Income Taxes,
an interpretation of FASB Statement No. 109” (“FIN 48”). FIN 48 requires a new evaluation process for all tax
positions taken. If the probability for sustaining said tax position is greater than 50%, then the tax position is
warranted and recognition should be at the highest amount which would be expected to be realized upon ultimate
settlement. FIN 48 requires expanded disclosure at each annual reporting period unless a significant change
occurs in an interim period. For interim periods in the year of initial adoption, all disclosures required by FIN 48
will be presented. Differences between the amounts recognized in the statements of financial position prior to the
adoption of FIN 48 and the amounts reported after adoption are to be accounted for as an adjustment to the
beginning balance of retained earnings. FIN 48 will be adopted by the Company on January 1, 2007. In
connection with the Company’s initial evaluation of the effect that FIN 48 will have on the consolidated financial
statements, the Company expects to reclassify a valuation allowance recorded in noncurrent deferred tax assets in
the amount of $717 to other long-term liabilities in the accompanying consolidated balance sheet. Other than this
reclassification, the Company does not anticipate that the initial adoption of FIN 48 will have a material impact
on the Company’s financial position, results of operations or its cash flows.

In September 2006, the SEC issued SAB No. 108, “Considering the Effects.of Prior Year Misstatements
when Quantifying Misstatements in Current Year Financial Statements” (“SAB 108"). SAB 108 provides
guidance on the consideration of the effects of prior year misstatements in quantifying current year misstatements
for the purpose of a materiality assessment. SAB 108 establishes an approach that requires quantification of
financial statement errors based on the effects of each of the company’s balance sheets and statement of
operations and the related financial statement disclosures. Early application of the guidance in SAB 108 is
encouraged in any report for an interim period of the first year ending after November 15, 2006, and will be
adopted by the Company in the first quarter of 2007. The Company does not expect the adoption of SAB 108 to
have a material impact on its consolidated results of operations and financial condition.

Reclassifications—Certain amounts in the 2005 and 2004 consolidated financial statements, as previously
reported, have been reclassified to conform to the 2006 presentation as is more fully described below.

In Item | Business, Company overview, and the segment data included in Note 18 for the years ending
December 31, 2006, 2005 and 2004, the Company expanded the classifications of product revenues from tissue
distribution to spinal constructs, sports medicine, bone graft substitutes, cardiovascular and general orthopedic
revenues. The Company previously classified revenues from tissue distribution as spinal, sports medicine,
cardiovascular and general orthopedic revenues. The bone graft substitutes product revenues consists of all
moldable and flowable bone pastes, as well as all chips and cubes. These implants were previously classified -
within spinal implants and general orthopedlcs

In the other revenues category for the years ending December 31, 2006, 2005 and 2004, the Company
reclassified cardiovascular shipping charges from cardiovascular product revenues as previously reported to other
revenues.

In our consolidated statement of cash flows for the year ended December 31, 2004, the Company changed
the classification of changes in restricted cash balances to present such changes as an investing activity. The
Company previously presented such changes as a financing activity. We reclassified changes in restricted cash
balances to be consistent with our 2006 presentation which resulted in a $14,757 increase to investing cash flows
for the year ended December 31, 2004, and a corresponding decrease to financing cash flows for the year ended
December 31, 2004, from the amounts previously reported.
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3. Stock Based Compensation

The Company has two stock-based 'cb’mpcnsation plans under which employees, consultants and outside
directors receive stock options and other equity-based awards. At December 31, 2006, awards relating to
.3,367,333 shares were outstanding, and 1,693,738 shares remained available for the grant of awards under our
plans. For the year ended December 31, 2006, employees and outside directors of the Company were granted
420,000 stock options under the plans. Stock options are granted with an exercise price equal to 100% of the
market value of a share of common stock on the date of the grant, generally have ten-year contractual terms, and
vest no later than-five years from the date of grant. For the year ended December 31, 2006 the Company also
granted 69,000 shares of restricted stock, at no cost to the employees that vest based on completion of a required
service period.

2004 Equity Incentive Plan—In 2004, the Company adopted an equity incentive plan (the “2004 Plan™)
which provides for the grant of incentive and nonqualified stock options and restricted stock to key employees,
including officers and directors of the Company, and consultants and advisors. The option or grant of restricted
stock price per share may not be less than 100% of the fair market value of such shares on the date granted. The
2004 Plan allows for up to 2,000,000 shares of common stock to be issued with respect to awards granted.
Awards or shares which are forfeited, surrendered or otherwise terminated are available for further awards;
provided, however, that any such shares that are surrendered in connection with any award or that are otherwise
forfeited after issuance shall not be available for purchase pursuant to incentive stock options intended to qualify
under Code Section 422,

1998 Stack Qption Plan—In July 1998, the Company adopted a stock option plan (the <1998 Plan™) which
provides for the grant of incentive and nonqualified stock options to key employees, including officers and
directors of the Company, and consultants and advisors. The option price per share may not be less than 100% of
the fair market value of such shares on the date such option is granted. The 1998 Plan allows for up to
4,406,400 shares of common stock to be issued with respect to awards granted. Awards or shares which are
forfeited, surrcndered or otherwise terminated are available for further awards; provided, however, that any such
shares that are surrendered in connection with any award or that are otherwise forfeited after issuance shall not be
f@va}lable for purchase pursuant to incentive stock options intended to qualify under Code Section 422.

Effective January 1, 2006, the Company adopted the provisions of SFAS No. 123R, Share-Based Payment
(“SFAS 123R™). The Company elected to use the modified prospective transition method as permitted by
SFAS 123R and, therefore, financial results for prior periods have not been restated. Under this transition
method, stock-based compensation expense for the year ended December 31, 2006 includes expense for all
equity awards granted prior to, but not yet vested as of January 1, 2006, based on the grant-date fair value
estimated in accordance with the original provisions of SFAS No. 123, Accounting for Stock-Based
Compensation (“SFAS 123,”) as amended by SFAS No. 148, Accounting for Stock-Based Compensation—
Transition and Disclosure. Since the adoption of SFAS 123R, there have been no changes to the Company’s
stock compensation plans or modifications to outstanding stock-based awards which would increase the value of
any awards outstanding. Compensation expense for all stock-based compensation awards granted subsequent to
January 1, 2006 was based on the grant-date fair value determined in accordance with the provisions of
SFAS 123R. For the year ended December 31, 2006, the Company recognized compensation of $3,010 for stock
options and $128 for restricted stock awards, of which $129 was capitalized as inventory costs.

As a result of adopting SFAS 123R, the Company’s net loss before income taxes and net loss for the year
ended December 31, 2006 was $3,009 and $2,311, respectively, greater than if the Company had continued to
account for stock-based compensation under Accounting Principles Board Opinion No. 25, Accounting for Stock
Issued to Employees (“APB 257), and its related interpretations. Basic and diluted net loss per share for the year
ended December 31, 2006 of $(0.37) was $(0.08) greater than if the Company had not adopted SFAS 123R.

Prior to January 1, 2006, stock-based compensation was accounted for in accordance with APB 25 and also
followed the disclosure requirements of SFAS 123. Under APB 25, stock-based awards to employees and
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directors were accounted for using the intrinsic value method as allowed under SFAS 123. Under the intrinsic

value method, no stock-based compensation expense had been recognized in the Company’s Statement of
Operations (other than minimal amounts for non-qualified options to consultants) because the exercise price of

the Company’s stock options granted to employees and directors equaled the fair market value of the underlying

stock at the date of grant. The following table sets forth the computation of basic and diluted loss per share for -
the years ended December 31, 2005 and 2004 and illustrates the effect on net loss and loss per share as 1f the

Company had applied the fair value recogmtIon provisions of SFAS 123 to its stock plans: *

i

Year Ended December 31,
2005 . : 2004
Net (loss) i income:
ASTEPOMtEd . .. .. e , $(5,551) $ 6,155
Add: stock-based employee compensation expcnse included in reported net A
(loss) income, net of related tax effects ... ' ' — - 24
Deduct: total stock-based employee compensation expense determined under the ' o .
fair value based method for all awards, net of related tax effects ........... "(1,473) (1,574)
Pro forma net (loss) income ...... It _ $(7,024) $ 4,605
Net (loss) income per common share: . : : : ’
Basic,asreported ............. e U e $ (0.20) $ 023
Basic, proforma .. .........oiirii i e $ (0.25) $ 017
Diluted, asreported . ............ e P PP % (020 $ 023
Diluted, proforma ......0........0 ..., SO PR - $@©25) $ 017

The Company uses the Black- Scholcs model to value its stock option grants under SFAS 123R and expenses
the related compensanon cost using the'straight-line method over the vesting period. The fair value of stock
options is determined on the grant date using assumptions for the expected term, expected volatility, dividend
yield, and the risk free interest rate. The term assumption is primarily based on the contractual vesting term of the
option and historic data related to exercise and post-vesting cancellation history experienced by the Company.
The expected term is determined separately for options issued to the Company’s directors and to employees. The
Company’s anticipated volatility level is primarily based on the historic volatility of the Company’s common
stock. The Company’s model includes a zero dividend yield assumption, as the Company has not historically
paid nor does it anticipate paying dividends on its common stock. The risk free interest rate approxXimates recent
U.S. Treasury note auction results with a similar life to that of the option. The Company’s model does not
include a discount for post-vesting restrictions, as the Company has not issued awards with such restrictions. The
period expense is then determined based on the valuation of the options, and at that time an estimated forfeiture
rate is used to reduce the expense recorded, The Company’s estimate of pre-vesting forfeitures is primarily based
on the recent historical experience of the Company, and is adjusted to reflect actual forfeitures as the options
vest. ‘ ' - o '

" The following wclghted-average assumptlons were used to detenmnc the faJr value of options under
SFAS 123R: ‘

" Year Ended December n,

h 2006 2005 2004
Expected life (years) ............. e, U L. 500 500 443
Risk free interestrate ............... L Creeeen.. 425%  425% 4.25%
Volatility factor . . ................. e 62.78% 60.19% 5287%

Dividendyield . .................... R R EE R R R - — —
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Stock Options

Stock option activity for both the 2004 and 1998 option plans are summarized as follows for the years ended

December 31, 2006, 2005 and 2004:

2006 2005 2004
Weighted Weighted Welghted
Average Average Average
Number of Exercise Numberof Exercise Numberof Exercise
Shares Price Shares Price Shares Price

QOutstanding at January 1,............... 3,118,039 $7.64 3095039 % 791 3,137,157 § 1.75
Granted . ............ ... iin.n 420,000 6.97 535,500 6.18 423,000 9.75
Exercised ..............ccvinnn. (16,152) 293 (240,176) 5.13 (129,142) 4.10
Canceled........................ (154,554) 7.67 (272,324 10.09 (335,976) 10.22
Quitstanding at December 31, . ........... 3,367,333  $7.58 3,118,039 $ 764 3,095039 § 791
Exercisable at December 31, ............ 2,156,139 $7.84 1,602435 $ 786 1447221 § 7.58

Available for grant at December 31 e 1,693,738 2,029,232 285,060

Outstanding options under both option plans vest over a three to five year period. Options expire ten years
from the date of grant. The weighted-average grant-date fair value of options granted for the year ended
December 31, 2006 was $5.06. The total intrinsic value of options exercised for the year ended December 31,
2006 was $|43. The intrinsic value of a stock option is the amount by which the market value of the underlying
stock exceeds the exercise price of the option. Cash received from option exércises for the year ended
December 31, 2006 was $47. '

As of December 31, 2006, there was $4,602 of total unrecognized compensation cost related to nonvested
stock options. That cost is expected to be recognized over a weighted-average period of 1.6 years.

Stock'options outstanding and exercisable at December 31, 2006 for both option plans are summarized as
follows: ' ’ :

Options Outsianding and
Options Cutstanding Currently Exercisable
Weighted Number

Average Weighted Exercisable Weighted
Remaining  Average at Average
Number Contractual Exercise December 31, Exercise

Range of Exercise Prices: Qutstanding Life (Years) Price 2006 Price

$1.301083.80 ... 202,815 2.65 $ 3.03 202,815 % 3.03
$4.801t035.65 ..... e 838,600 5.68 483 607,600 4.80
$6.181087.97 ot 869,500 . 8.46 6.74 169,104 °  6.91
$8551088.70 ..o e 104,500 5.79 8.70 84,500 8.69
$901108995 ..ttt 317,401 6.23 9.42 217,803 9.45
$10.00t0 81081 ...ttt 829,900 5.73 '10.10 692,700 10.11
$11.04t0812.07 ... 42,745 421 11.94 42,745 11.94
$12.63t051288 ...t 3,900 421 12.73 3,900 12.73
$13.15t0813.99 ... 134,276 471 13.40 111,276 13.44
$14.00t0814.95 .. ... 23,696 421 1480 23,696 14.80
$130t0814.95 ... i 3,367,333 621  $7.58 2156139 §$ 7.84
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Weighted
Weighted Average
Average  Remaining Aggregate
Number of  Exercise Contractual Intrinsic

Shares Price Life (Years) Value

Qutstanding at January 1,2006 ............................ 3,118,039  $7.64

Granted ... ... . .. e 420,000 - 697

Exercised . ... ... .. . e (16,152) 293

Canceled ......... ... . i i (154,554 167
Outstanding at December 31,2006 . ... ................... 3,367,333 §7.58 6.21 $1.439
Vested or expected to vest at December 31,2006.............. 3,306,259  $7.59 0.54 $1,433
Exercisable at December 31,2006 ..... e e 2,156,139 $7.84 5.26 $1.214

The aggregate intrinsic value in the table above represents the total pre-tax intrinsic value (the difference
between the Company’s closing stock price on the last trading day of 2006 and the exercise price, multiplied by
the number of in-the-money options) that would have been received by the option holders had all option holders
exercised their options on December 31, 2006, This amount changes based on the fair market value of the
Company’s stock.

Other information concerning stock options for the years ended December 31 is as follows:

. 2006 2005 2004
Weighted average fair value of options granted ................................. $5.06 $4.49 $7.08

Intrinsic value of options exercised .............. ... ... ... .. . iiiiiiiieia. $ 43 $871 $797
Restricted Stock

For the year ended December 31, 2006, the Company granted 69,000 shares of restricted stock with a
weighted-average grant date fair value of $7.28 which vest over a three year period. As of December 31, 2006,
there was $342 of total unrecognized compensation cost related to time-based, nonvested restricted stock. That
cost is expected to be recognized over a weighted-average period of 1.2 years.

Presented below is a summary of the status and related transactions of restricted stock awards as of
December 31, 2006:

Weighted
Average
: Grant Date
Restricted Stock Awards : Shares Fair Value
Unvested at December 31, 2005 ............................................... — $—
GIaNtEd ..ottt 69,000 $7.28
251 7= A — $—
Canceled ... ... (13,000) $7.28
Unvested at December 31, 2006 .. ...t it e et 56,000 $7.28

4. Goodwill and Other Intangible Assets

The Company accounts for it’s goodwill and other intangible assets in accordance with SFAS No. 142,
Goodwill and Other Intangible Assets. SFAS No. 142 requires goodwill and other intangible assets determined to
have an indefinite useful life to be assessed at least annually for impairment. The Company has one reporting
unit, and therefore, utilizes the fair value of its common stock for estimating the fair value of its reporting unit.
The Company performs an annual impairment test for goodwill during the fourth quarter of each fiscal year
unless indicators of impairment are present and require more frequent testing.
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The carrying value of goodwill, net of accumulated amortization was $2,863 at December 31, 2006 and
2005. ' '

On December 15, 2006 the Company entered into an Exchange and Service Agreement with CryoLife, Inc.,
whereby on January 1, 2007 the Company exchanged certain rights of its cardiovascular business for certain
rights of CryoLife’s orthopedic sports medicine business, No cash was exchanged in the transaction. The
transaction will be treated as a non-monetary exchange in the first quarter of 2007 and the fair value of certain
assels in the Company’s cardiovascular business, including the Company's goodwill, will be exchanged for
intangibles related to Cryol.ife’s orthopedic sports medicine business. The Company estimates that it will
recognize a pretax gain of approximately $200,000 on the exchange,

5. Inventories

Inventories by stage of completion are as follows:

December 31,

. 2006 2005
Unprocessed donor tiSSIUE . . .. ... it i ettt e e i $8784 $ 6274
TiSSUE I PIOCESES L .\ ittt ettt et et e et ae et e 19365 19,654
Implantable donor tissue . ........... .. e e 7,352 11,192
SUPPLIES .« o e e .. 1,525 1,414

$37,026 $38,534

For the years ended December 31, 2006, 2005 and 2004, the Company had inventory write-downs of
$3,855, $3,673 and $1,165, respectively. In 2006 cardiovascular inventories were written-down to net realizable
value by $2,873 for anticipated product discounts and increased distributor commissions relating to our plans ta
dispose of remaining product inventories as a result of the Company exiting the cardiovascular business. The
inventory write-downs during 2005 were primarily a result of certain undistributable allograft inventories on
hand written down to zero as the result of a product recall announced in October 2005, '

6. Property, Plant and Equipment

Property, plant and equipment are as follows:

December 31,
‘ 2006 2005
Land ... e e e $ 625 § 625
Buildings and improvements . .............. ... .. ... i i .. 35972 35,690
Construction iN Process .. ...t it e e 210 387
Processing equipment . . .. ... ... e 11,716 10,930
Leasehold improvements .. ..., .. it ittt e e e 3,785 3,693
Office equipment, furniture and fIXtUres . ... ... .. .. ... it urinirennrannnns 1,135 980
Computer hardware and software . ... .. ... ... ... . . . it 3,960 3,767
Equipment under capital leases: -
Processing equipment . ... .. ... .. i e 6,588 6,619
Computer equipment ................... e 914 914
' ) 64,905 63,605
Less accumulated depreciation and amortization . ........ ... ... .. ... ... ... . ...... (23,858) (19,078)

$41,047 §44,527
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The Company capitalizes interest during the active construction period of major capital projects. Capitalized
interest is added to the cost of the underlying assets and is amortized over the useful lives of the assets once they
are placed in service. Total interest costs, including interest on capital leases, derivative investments and
amortization of debt issuance costs for the years ended December 31, 2006, 2005 and 2004 were $898, $862 and
$967, and of that $135 was capitalized to construction in process in 2005. No interest was capitalized during
2006 or 2004. Depreciation expense for the years ended December 31, 2006, 2005 and 2004 was $4,921, $4,389
and $4,402, respectively.

7. Other Assets

Other assets are as follows:

December 31,
2006 2005

_ Patents and trademarks . ...........i i e Lo ... $3635 % 3,295

Acquired exclusivityrights .. ........ .. e L 2,941 498

DEpOSItS ...t e e e N 61 198

Investment in Organ Recovery Systems, Inc. ............ . ...y, 1,150 5,250
Debt ISSUANCE COSLS ... v ittt i iee e iannrrennneonnneaas D 852 - 852.

L 1 0T =; o g 126 52

_ 8,765 10,145
Less accumulated amortization ........ T e e e e e e (1,061) "~ (568)

57704 39577

During the year ended December 31, 2004, the Company and MSD entered into a new distribution
agreement which allows the Company to distribute spinal allografts worldwide, except in the United States,
Canada and Puerto Rico. In conjunction with the amended agreement, the Company paid MSD $2,129 for the
rights to distribute spinal allografts worldwide. As a result of this payment, $486 which amount relates to the
reacquired international spinal distribution rights, has been recorded as an intangible asset and is being amortized
over the approximate 10 years remaining term of the amended agreement. ‘

During the year ended December 31, 2005, the Company and MSD entered into an amended distribution
agreement which allows the Company to distribute spinal bone paste allografts in the United States, Canada and
Puerto Rico. Under the amended agreement the Company will pay MSD up-to $500 for such distribution rights.
The payment will be made in equal installments. Each installment is contingent upon MSD achieving certain
distribution levels. As a result of these anticipated payments, $12 has been recorded as an intangible asset and is
being amortized over the approximate 9 years remaining term of the amended agreement. This intangible asset
relates to the reacquired domestic spinal bone paste distribution rights.

During the year ended December 31, 2006, the Company and MSD entered into an amended distribution
agreement which allows the Company among other things the ability to distribute spinal allografts through other
distributors. In conjunction with the amendment, the Company paid MSD $3,000 to buyout exclusivity
provisions under the former distribution agreement. Of this payment, $2,444 relates to the acquired exclusivity
rights and has been recorded as an intangible asset and the remaining $556 reduced deferred revenue. The
acquired exclusivity rights are being amortized over eight years, the remaining term of the amended agrcement

On January 21, 2005 the Company purchased all patents and intellectual property rights from Southeast
Tissue Alliance (“SETA”), the Company’s largest tissue recovery agency, for $1,600. As part of the patent
assignment agreement, the Company will pay SETA a 1.25% quarterly royalty associated with all product
distributions related to the assigned patents, which is included as a component of costs of processing and
distribution in the accompanying consolidated statements of operations.
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Patents and trademarks are amortized on the straight-line method over the shorter of the remaining
protection period or estimated useful life. Patents and trademarks are recorded net of accumulated amortization
of $395 and $203 at December 31, 2006 and 2005, respectively. Debt issuance costs are amortized on the
straight-line method to interest expense over the term of the associated debt instrument, which is five years. The
straight-line method approximates the effective interest method. The Company recognized interest expense
associated with the amortization of its debt issuance costs for the years ended December 31, 2006 and 2005 of
$170 and $173, respectively.

Amortization expense for the years ended December 31, 2006, 2005 and 2004 was $313, $202 and $21,
respectively. Management estimates amortization expense of $568 per year for the next five years.

8. Accrued Expenses

Accrued expenses are as follows:

December 31,

2006 2005
[ S Y o S $1,483 $1,325
Provision for productrecall . ... ... . . e — 1,267
Accrued Payroll L. ... e e e 944 986
Matching 401(k)}—employer contribution .......... S 762 654
Accrued vacation .. ... ... i PP S 586 531
Other ........... S 2,518 1,426

The Company accrues for the estimated recovery fees due to third party recovery ‘agencies as tissue is
received.

As a result of the product recall, for the year ended December 31, 2005, the Company recorded a provision
for undistributable allograft inventories that were recalled from distributors. . , A

For the years ended December 31, 2006 and 2005, the Company annually matches employee contributions
in the first quarter of the following year. .

The total amount of severance expense expected to be incurred in connection with exiting the cardiovascular
business is $303. As of December 31, 2006, the Company recorded a liability of $78 all of which was paid in the
first quarter of 2007. The $78 severance expense was recorded as marketing, general and administrative
expenses. In addition, the Company expects to incur an additional $100 relating to the consolidation of the
cardiovascular facilities, however, no obligation related to these expected costs has been incurred as of
December 31, 2006. :

9. Investment in Organ Recovery Systems, Inc.

On November 2, 2001 the Company purchased 1,285,347 shares of convertible preferred stock issued by
Organ Recovery Systems, Inc. (“ORS”), a privately held company, at a price of $3.89 per share. ORS is
organized for the purpose of advancing organ transplantation technology. The Company invested in ORS to
continue its commitment to the promotion of effective use and distribution of human tissue. The purchase was
paid for in cash and initially recorded at its total cost of $5,250.

Realization of the Company’s investment in ORS is dependent upon ORS’s successful execution of its
operational strategies and the continued industry acceptance of its current and future product developments.
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Management monitors progress towards these success factors on a continual basis. In 2006, ORS experienced
unanticipated delays in launching their technology to market. This resulted in less than anticipated cash flows
which negatively impacted ORS’ liquidity. The Company has therefore been attempting to raise additional
capital throughout 2006. ORS is in the process of entering a financing arrangement which, if completed, will be
significantly dilutive to our ownership position in ORS. Due to these operational and financial events the
Company believes that there has been an other than temporary impairment in it’s investment in ORS and
accordingly has recorded an other than temporary impairment charge of $4,100 against the investment.

10. Long-Term Obligations

Long-term obligations, excluding interest on capital lease obligations, are as follows:

December 31, .
2006 2005
T M IOAD . .. oot e e e e e $ 4,875 $6.380
Capital leases . ... ...t e - 80) 1,523
5676 7,903
Less CUITent POTHION. . . .. .. ... ittt ittt et i e i ey (2,275 (2,297)
Long-lerm POTtiON . . . . ..ottt e e $3401 $ 5606

On February 20, 2004, the Company entered into a long-term financing agreement with a major financial
institution, The agreement consists of a $9,000 five-year term loan and a five-year $16,000 revolving line of
credit. The $9,000 term loan calls for monthly principal payments of $125. Interest on the term loan agreement is
paid monthly at LIBOR plus 4.25% (9.58% at December 31, 2006). Under the $16,000 revolving line of credit,
the Company can borrow up to the maximum eligible amount, based on certain eligible outstanding receivables
of which $6,643 is available at December 31, 2006. Interest on outstanding amounts under the revolving line of
credit is payable at LIBOR plus 3.75%. Principal and interest on the revolving line of credit are payable upon
maturity. There is a 0.5% fee payable on the unused portion of the revolving credit facility. No amounts were
outstanding under the revolving line of credit at December 31, 2006. The term loan and revolving line of credit
are fully collateralized by substantially all of the assets of the Company, including accounts receivable and
certain property and equipment.

The credit agreement also contains various restrictive covenants which limit, among other things,
indebtedness, liens and business combination transactions. The original credit agreement included a requirement
to maintain certain financial covenant ratios computed on a four-quarter rolling average, including operating cash
flows to fixed charges, senior debt to EBITDA, and total debt to EBITDA, as defined in the agreement. In the
second quarter of 2006, the lender replaced all financial covenants with a minimum liquidity requirement of
$6,000. Minimum liquidity is defined as the amount available under the revolving line of credit plus unrestricted
cash. If the lender had not replaced the financial covenants with the new minimum liquidity requirement, we
would have been in violation of the previous financial covenants in the second, third and fourth quarters of 2006.
We exceeded the $6,000 minimum liquidity requirement as of December 31, 2006.

Effective November 1, 2004, the Company entered into an amended lease agreement for certain equipment.
The amended lease revises the terms of the previous lease agreement, including monthly payments, lease term
and end of term provisions. The amended lease calls for monthly principal and interest payments of $70. The
term is for 36 months, beginning November 1, 2004, and contains a bargain purchase option at the end of the
lease term. As a result of the lease amendment, the Company recorded additional capital lease obligations of
$1,583 during 2004.




Contractual maturities of long-term obligations, excluding interest on capital lease obligations, are as
follows:

Term Loan  Capital Leases  Total

2007 o U $1,500 $775  $2.275
2008 ..t 1,500 24 1,524
2009 e 1,875 2 1,877

$4,875 $801 $5,676

The capital leases have interest rates ranging from 7.00% to 10.85%, are collateralized by the related
equipment,.and are due at various dates through 2005.

Below is a schedule of future minimum lease payments on capital lease obligations.

Capital
Leases
L0, $800
L0 25
L0 NS SR 2
827
Less amounts representing iMIEIESE . . . . . o o vttt et e ot ettt ter tea e e e (26)
Present value of net minimum lease payments «. . .......... ..o ittt s $801
11. Income Taxes
Income tax benefit (expense) consisted of the following components:
. Year Ended December 31,
2006 ‘2005 2004
Current:
Federal . ... $ 5 $ (14
0] 12 — — —_
Totalcurrent ............ ... ..., e — — (14)
Deferred: ) .
Federal . .. e . 5738 3509 (2,647
e . o e e 635 388 (292)
Total defetred ................. e e e 6,373 3,897 (2,939)
Total income tax benefit (eXpense) . .. . ...t e $6,373 $3.897 $(2,953)
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The components of the deferred tax assets and liabilities consisted of the following at December 31:

2006 2005
Deferred Income Tax  Deferred Income Tax
Asset Liability Asset Linbility

Current:
Allowance forbaddebts ......................0o e $§ 715 % — § 347 § —
INVentOry TESEIVES . .. v v e e et iaie e e 7,038 — 5,246 —
Net operating losses ............. i e 2,039 — 5,286 —
Accrued liabilities .. ............ 0 1,334 — 425 —
Charitable contributions .........c..coiiiiiiinininnenias — — 43 —
SALe tAXES ...ttt i e e e e 2 — 2 —
Total CUMTENE .. ... e it iie e e 10,488 — 11,349 —
Noncurrent: '
Depreciation ........ e e — (4,783) — (4,984)
AMOTHZAON . .o i it i i st s e n e aaatecnranaaneraoannnan — (1,011} — (860)
ORSimpairment . ........ ..t iire i, 1,548 — — —
Uneamed revenue ...........oveeoneomiiinsnsnnnireensas — — 237 —
Intangible assets ................ e 203 — — —
Netoperating losses ...ttt iinniinneneenss 6,694 — 1,466 —
Research and development credit ... ..........oovvvenenaen... 2,791 — 2,424 —
Charitable contributions .. ...........ooveerrrinueennnens 156 — — —
AMTecredit .................... e e 126 =~ — 126 -
Valuation allowance . ..........cccciiiriiiiiiniiinrnnannns, (831) —_ (766) —
TotaAl NONCUITENL .. ..ottt ea e rieennnarrianab et itasanrasnsns 10,687 (5,794) 3,487 (53844)
Total .. e e [ $21,175 $(5,794) $14,836 $(5,844)

The Company has recorded a valuation allowance to reduce the deferred tax assets reported. Based on the
weight of the evidence, management has determined that it is more likely than not that some portion of the
deferred tax assets will not be realized based on the nature of the credits claimed for research and
experimentation expenditures incurred, as well as, certain state net operating loss carryforwards. During the year
ended December 31, 2006, the Company increased its valuation allowance as it has determined that it is more
likely than not that an additional $65 of certain deferred tax assets will not be realized, based on the
characteristics of the research and experimentation tax credits claimed and the lack of profitability in certain
states. As such, valuation allowances of $831 and $766 have been established at December 31, 2006 and 2005,
respectively.

The Company recorded a non-cash tax benefit from the exercise of incentive stock options as an addition to
its deferred income tax assets in the amount of $17 and $55 for the years ended December 31, 2006 and 2005,
respectively.

As of December 31, 2006, the Complany has federal net operating loss carryforwards of $21,835 that will
expire in the years 2022, 2025 and 2026, as well as state net operating loss carryforwards of $34,798 that will
expire in the years 2021, 2022, 2025 and 2026.

As of December 31, 2006, the Company has research and experimentation tax credit carryforwards of
$2,791 that will expire in years 2018 through 2026, as well as alternative minimum tax credit carryforwards of
$126 that are carried forward indefinitely.




The Company expects the deferred tax assets of approximately $15,381, net of the valuation allowance at
December 31, 2006 of $831, to be realized through the generation of future taxable income and the reversal of
existing taxable temporary differences. The Company has considered the impact of recent losses as it relates to
the realization of net deferred tax assets. Based on the weight of the evidence, including various strategic
initiatives and forecasted taxable income, management has determined that is more likely than not that such net
deferred tax assets will be realized.

The effective tax rate differs from the statutory federal income tax rate for the following reasons:

Year Ended December 31,
Statutory federal rate . .. ... ... i i e e e 34.00% 34.00% 34.00%
State income taxes—net of federal tax benefit . ................. ... ... . 3.76% 3.76% = 3.76%
Research and development credit ................ e e 210% 363% (8.67%)
Exercise of incentive stock options ............... e e (2.78%) 0.00% 0.00%
Valuation allowance .............0......... PP (0.37%) (1.18%) 1.70%
Miscellaneous .........iiit ittt i i et e i et (0.28%) 1.04% 1.63%

Effective tax rate . . ......... e 36.43% 41.25% 32.42%

12. Stockholders’ Equity

Preferred Stock—The Company has 5,000,000 shares of preferred stock authorized under its Certificate of
Incorporation, none of which currently is outstanding. These shares may be issued in one or more series having
such terms as may be determined by the Company’s Board of Directors.

Common Stock—The common stock’s voting, dividend, and liquidation rights presently are not subject to
or qualified by the rights of the holders of any outstanding shares of preferred stock; as the Company presently
does not have any shares of preferred stock outstanding. Holders of common stock are entitled to one vote for
each share held at all stockholder meetings. Shares of common stock do not have redemption rights.

On August 29, 2005, the Company completed a private placement of 2,800,000 shares of common stock for
$23,940. Transaction costs totaled $1,565. As part of the private placement transaction, the Company entered
into a registration rights agreement with the stockholders who f)urchased these shares. The registration rights
agreement required the shares to be registered for resale and that the registration statement be declared effective
by the SEC within a specified amount of time or the Company would have been required to pay liquidating
damages to the purchasers. These requirements under the registration rights agreement were met.

13. . Retirement Benefits

The Company has a qualified 401(k) plan available to all employees who meet certain eligibility
requirements. The 401(k) plan allows each employee to contribute 100% of the employee's salary up to the
annual maximum allowed under the Internal Revenue Code. The Company has the discretion to make matching
contributions up to 6% of the employee’s earnings. For the years ended December 31, 2006, 2005 and 2004, the
Company's contributions to the plan were $719, $679, and $612, respectively.

14. Concentrations of Risk _ : ' -

Distribution—The Company’s principal concentration of risk is related to its limited distribution channels.
The Company’s revenues are primarily related to the distribution efforts of four independent companies with the
majority of its revenues coming from one of the distribution companies, MSD. For years ended December 31,
2006, 2005, and 2004, the amount of revenues deriving from MSD were approximately 54%, 60%, and 65%,
respectively. ‘ ’
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The Company’s distribution agreements are subject to termination by either party for a variety of causes. No
assurance can be given that such distribution agreements will be renewed beyond their expiration dates, continue
in their current form or at similar rate structures. Any termination or interruption in the distribution of the
Company’s products through one of its major dlsmbutors could have a material adverse effect on the Company’s
operations.

Tissue Supply—The Company’s operations are dependent on the availability of tissue from human donors.
For the majority of the tissue recoveries, the Company relies on the efforts of independent procurement agencies
to educate the public and increase the willingness to donate bone tissue. These procurement agencies may not be
‘able to obtain sufficient tissue to meet present or future demands. Any interruption in the supply of tissue from
these procurement agencies could have a material adverse effect on the Company’s operations.

15 Commitments and Contingencies

Exchange and Service Agreement with CryoLife, Inc.—On December 15, 2006 the Company and
CryoLife, Inc. entered an agreecment where the Company, effective January 1, 2007, exchanged certain rights to
its cardiovascular business for certain rights: of CryoLife’s orthopedic sports medicine business. Under the
agreement the Company will continue to distribute its existing cardiovascular tissue inventory and CryoLife will
continue to distribute its existing orthopedic tissue inventory through June 30, 2008. After that date, CryoLife
will become entitled to distribute the Company s remaining cardiovascular tissue inventory and the Company
will become entitled to distribute Cryol.ife’s remammg orthopedic tissue inventory through December 31, 2008.
Under the agreement, from July 1, 2008 through December 31, 2016, CryoLife has agreed not to market or solicit
orders for certain human orthopedic tissues for sports injuries and the Company has agreed not to market or
solicit orders for human cardiac and vascular tlssues

New Distribution Agreement with MSD—On April 15, 2004, the Company and MSD entered into a new
license and distribution agreement which replaced the existing agreement between the two companies. In
conjunction with the new agreement the companies agreed to settle all past contractualrdlsputes regarding the
performance of both parties under the prior agreements which included among other things, responsibilities of
the parties relative to consignment 1nvenlones and uncollected accounts receivable. During 2004, the Company
paid MSD $11,000 of management service fee obligations which were previously recognized under the terms of
the prior distribution agreement, and transferred $918 of remaining consignment inventories to MSD. The
Company wrote-off $2,278 of uncollectible :accounts receivable outstanding under the previous agreements
which were fully reserved. The Company also paid MSD $2,129 associated with the new agreement which
allows the Company to dlstnbute its spinal al]ograft products outside of North Amenca (See Note 7)

On December 15, 2005, the Company and MSD entered into an amended license and distribution agreement
which now allows the Company to distribute spinal paste allografts in the United States, Canada and Puerto Rico.
As a result of the Company’s ability to now distribute spinal paste allografts in the United States, Canada and
Puerto Rico, up to $500 will be paid to MSD for such distribution rights. The payment will be made in equal
installments over the next eight quarters. Each“? installment is contingent upon MSD achieving certain distribution
levels. (See Note 7) 1 , ' L.

On September 12, 2006, the Company entered into a Fourth Amendment to the First Amended Exclusive
Distribution and License Agreement with MSD, providing among other things for the Company to supply MSD
with human allograft tissue and bone paste for spine surgery. Among other things, the amended MSD distribution’
agreement: 1) modifies the exclusivity provisions of the MSD distribution agreement to permit the Company to
distribute spinal allograft implants in the United States through channels other than MSD, 2) provides that the
Company will set priority on processing the implants ordered by MSD, using its best efforts to meet the needs of
MSD and its surgeons, 3) ends the requirement that MSD make minimum purchases of exclusive products, 4)
modifies the product and transfer fee schedules between the Company and MSD, and 5) provides the Company
with certain development and processing rights relating to jointly-owned intellectual property.
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The Company paid MSD a fee of $3,000 upon execution of the Fourth Amendment to buyout exclusivity
provisions under the former distribution agreement. The Fourth Amendment requires the Company to pay MSD a
royalty of 5% on any transfer fees from new U.S. spinal allograft distributors. In addition to other changes in the
fee schedules, the Fourth Amendment provides for MSD to pay the Company a processing fee surcharge related
to allograft processed and shipped during the months of June, 2006 through September, 2006 as follows: June,
2006, $672, July, 2006, $500, August, 2006, $500, and September 2006, $328. The new agreement includes
increases to transfer fees of approximately 10%. The new fees became effective October 1, 2006.

Leases—The Company leases various buildings, office equipment and fixtures under non-cancelable
operating leases for various periods.

Future minimum lease commitments under non-cancelable operating leases as of December 31, 2006 are as
follows:

Operating
Leases
2007 $ 598
L1 . 412
2000 e e e e e 209
2000 o e e e e e e e 136
1 1 P 15
$1,370

Rent expense for the periods ended December 31, 2006, 2005 and 2004 was $744, $820, and $964,
respectively, and is included as a component of marketing, general and administrative expenses.

16. Related Parties

During the years ended December 31, 2005 and 2004, the Company recognized revenues of $3,949 and
$6,791, respectively, on distributions from Stryker Endoscopy, a division of Stryker Corporation (Stryker),
representing 5.3% and 7.3%, respectively, of our total revenues. Accounts (payable) receivable from Stryker
totaled ($52), ($44) and $573 at December 31, 2006, 2005 and 2004, respectively. A member of our board of
directors serves as a non-execultive officer of StryKer.

17. Legal and Régulatory Actions

The Company is, from time to time, involved in litigation relating to claims arising out of its operations in
the ordinary course of business. The Company believes that none of these claims that were outstanding as of
December 31, 2006 will have a material adverse impact on its financial position or results of operations.

On October 14, 2005, the Company issued a voluntary recall of certain allograft implants processed from
donated tissue recovered by Biomedical Tissue Service, Ltd., an unaffiliated recovery agency (“BTS"). The
recall was initiated as a result of questions raised by the processors and the Food and Drug Administration in
relation to the accuracy of documentation provided by BTS. The recall resulted in write-downs of tissue
inventories of $2,084 and replacement of distributor inventories of $1, 442 in the third and fourth quarter of 2005,
respectively.

The Company has been named as a party, along with a number of other defendants, in product liability
lawsuits relating to the recall of tissue recovered by BTS. There have been 384 law suits filed related to the recall
of which 8 law suits have been dismissed. On October 20, 2006, the Company filed a joint motion to dismiss the
claims based on scientific evidence that it is impossible for sterilized tissue to transmit infections to implant
recipients. These lawsuits generally allege that the Company was negligent in not discovering
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deficiencies in recovery practices at BTS and include related claims for matters such as misrepresentation and
breach of warranty. Where specific damages have been identified, the actions seek compensatory damages in
ranges of $15 to $5,000 and punitive damages in ranges of $75 to $10,000. The Company believes that it has
meritorious defenses to these possible claims, and will defend them vigorously. In addition, the Company
believes its existing insurance should cover all litigation expenses and damage awards, if any. However, the
Company’s insurance coverage may not be adequate if the Company is not successful in its defenses.

On September 11, 2006 Osteotech, 'Inc. filed a lawsuit in the United States District Court for the District of
New Jersey claiming infringement of one of their patents by our BioCleansee process. The suit requests 1) that
we be enjoined permanently from infringing the patent, 2) damages, along with treble damages as a result of
alleged willful infringement, and 3) reimbursement of costs and expenses and reasonable attomey fees. We
believe the suit is without merit and will vigorously defend our position.

18. Supplemental Cash Flow Information
Selected cash payments, receipts, and noncash activities are as follows:

Year Ended December 31,

2006 2005 2004
Cash paid for interest ............... e e e e $735 $683 § 873
INCOME tAXES PAYMENLS . ... oviiits v rerrrnnnaanoanesianseeesssns [P — 40 105
Equipment acquired under capital JEASES « e v v e e et e — —-— 1,583
Noncash investing activities in accounts receivable ..................... ... .0 — 200 —
Accrual for purchases of property, plant and equipment . ............. ..ol 161 553 869

19. Segment Data

The Company processes human and animal tissue and distributes the tissue through various channels. This
one line of business consisting of distribution of tissue implants represents almost 100% of consolidated revenues
and is comprised of five primary product lines: spinal constructs, sports medicine, bone graft substitutes,
cardiovascular and general orthopedic. The following table presents revenues from tissue distribution and other
revenues:

Year Ended December 31,
2006 2005 2004
Fees from tissue distribution: '
Spinal constructs .............. T $35,085 $35,084 $48,360
Sports medicine .............. ........, e e 14,959 10,545 9,002
Bone raft SUDSHIULES . . . . ..« veveeenniianneeaeaenenaanenenn 13,506 18,055 23,539,
CardiovasCular . ... .......uuinirte e L. 5639 7653 7,108
Generalorthopedic .. ... ... ..ot e 969 1,000 1,594
Other revenues ............ g 3,812 2,862 _ 3,100

Total ..o e veeeaieai.. $73970 875,199 $92,703

The Company distributes its. products both within and outside the United States. Foreign distribution,
consisting solely of exports, primarily occur in Europe and Korea, accounted for 7.2%, 6.3% and 5.7% of the
Company’s revenues during the years ended December 31, 2006, 2005 and 2004, respectively.

70




20. Quarterly Results of Operations (Unaudited)
The following table sets forth the results of operations for, the periods indicated:

March 31, June30, September 30, December 31,
2006 2006 2006 2006

Quarter Ended: .
Revenues .........ciiiiiiiiii e, $18,425 $18,343  $18,111 $19,091
Grossprofit . ....ciir it i e 5,493 5,993 5,701 2,136
Netloss..........covvuunnn.. e, (1,296) (1,613) - (1,527) (6,689)
Net loss per common share:
BasiC . ....oit i i e e e i .$ (004) $ (0.O5) 3 (0.05) $ (0.22)
Diluted . ...t e e $ (0.04) $ (005 3 (005 $ (0.22)

During 2006 the Company experienced a decrease in revenues in the bone graft substitutes and
cardiovascular product lines offset by an increase in the sports medicine product line. Bone graft substitutes were
negatively impacted by our largest distributor reducing their orders of our bone paste- products. The
cardiovascular revenues were impacted by decreased levels of donated tissue available for processing to meet
customer demand. The sports medicine product line was positively impacted by the Company’s distribution
network delivering additional tendons to meet the demand for knee surgeries. Gross margins decreased as a result
of lower revenues, processing inefficiencies due to lower volume levels and high percentage of fixed costs, and a
$2,873 write-down of our cardiovascular inventories in the fourth quarter. During the fourth quarter, the
Company also recognized a loss on asset abandonments of $102 which consisted of a charge off of deferred
patent costs and abandoned fixed assets, and an other than temporary impairment charge of $4,100 on the
Company’s investment in ORS. Lastly, operating expenses increased primarily due to our change in distribution
model resulting in higher distribution costs, and an increase in stock based compensation of $3,009 arising from
our adoption SFAS 123(R). The combination of these factors resulted in operating losses throughout 2006.

The following table sets forth the results of operations for the periods indicated:

March 31, June3), September 30, December 31,
2005 2005 2005 2005

Quarter Ended:
Revenues ...................... et $14,970 $17,554  $22,549 $20,126
Grossprofit .......... ... . i i i 4,623 4,969 4,594 5,556
Netincome . ........cooviniiiiiineeinnnnn, (1,250) (997) (1,597) (1,707
Net income per common share: : :
Basic ..ot e e $ (0.05) 3 (004 $ (0.06) $ (0.06)
Diluted ... ... e $ (005 $ (004 3 (0.00) $ (0.06)

During 2005 the Company experienced a decrease in revenues in the spinal and general orthopedic segments
which were negatively impacted by low order levels in the first half of the year and the product recall in the
second half of the year. Gross margins decreased as a result of lower revenues, processing inefficiencies due to
lower volume levels, shift of mix in spinal implants, and the impact of a product recall in October 2005. During
the fourth quarter, the Company recognized a loss on asset abandonments of $336 which consisted of a charge
off of intangibles of $478 for deferred patent costs relating to abandoned research and development projects. This
charge was offset by a $142 gain on the sale of the certain assets at the Company’s subsidiary, Regeneration
Technologies, Inc—Cardiovascular (formerly Alabama Tissue Center, Inc.). Lastly, operating expenses
increased primarily to our higher levels of research and development spending. The combination of these factors
resulted in operating losses throughout 2005.
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" SIGNATURES

Pursuant to the requirements of Section 13 or 15(d) of the Securities Exchange Act of 1934, the registrant
has duly caused this report to be signed on its behalf by the undersigned, thereunto duly authorized.

March 12, 2007 ' REGENERATION TECHNOLOGIES, INC.

By: /s/  Brian K. HurcHisON

Brian K. Hutchison
Chairman, President and Chief Executive Officer

Pursuant to the requirements of the Securities Exchange Act of 1934, this report has been signed below by
the following persons on behalf of the registrant and in the capacities and on the dates indicated.

Signature Tie Date
/s/ BRIAN K. HUTCHISON Chairman, President and Chief : March 12, 2007
Brian K. Hutchison Executive Officer (Principal

Executive Officer)

/s THOMAS F. ROSE Vice Brcsident, Chief Financial March 12, 2007
Thomas F. Rose Officer and Secretary
fsf  PHILIP R. CHAPMAN Director March 12, 2007
Philip R. Chapman
/s PETER F. GEAREN * Director : ' March 12, 2007
Peter F, Gearen '
fs/ MiCHAEL J. ODRICH Director March 12, 2007

Michael J. Odrich

/s/ GREGORY P. RAINEY Director March 12, 2007
Gregory P. Rainey

Is/ Davip ], SIMPSON Director March 12, 2007
David J. Simpson
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REGENERATION TECHNOLOGIES, INC. AND SUBSIDIARIES

Schedule IT
Valuation and Qualifying Accounts
Years Ended December 31, 2006, 2005 and 2004

(Dollars in thousands)
Balanceat  Charged to Balance at
Beginning of  Costs and End of
Description Period Expenses  Deductions Period
For the year ended December 31, 2006: '
Allowance for doubtful accounts ,.................... $ 919 14 736 % 197
Allowance for productreturns .. ..................... 90 (40) — 50
Allowance forobsolescence ......................u.. 9,495 3,855 (1,392) 14,742
For the year ended December 31, 2005:
Allowance for doubtful accounts ..................... © 947 26 54 919
Allowance for productreturmns ....................... 90 — — 90
Allowance for obsolescence . ...........cvuinnen.. 6,358 3,673 536 9,495
For the year ended December 31, 2004;
Allowance for doubtful accounts ..................... 4381 . {405) 3,029 947
Allowance for productreturns ................ ... .... 75 15 — 90
Allowance for obsolescence ......................... 6,281 1,165 1,088 6,358
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32
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4.1
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4.4

4.5

10.1

10.2

10.3

10.4

10.5

10.6

10.7
10.8
10.9
10.10
10.11

10.12

10.13

Description

Asset Purchase Agreement by and among University of Alabama Health Services Foundation, P.C.,
Alabama Tissue Center, Inc. and Regeneration Technologies, Inc., dated April 27, 2000.1*

Certificate of Incorporation of Regeneration Technologies, Inc.!

Bylaws.! ¢

Certificate of Designation of Rights and Preferences of Class A Preferred Stock, Class B Preferred
Stock and Class C Preferred Stock of Regeneration Technologies, Inc.!

Amended and Restated Registration Rights Agreement dated as of Qctober 11, 1999, by and among
Regeneration Technologies, Inc., the investors set forth on Exhibit A to the Class C Preferred Stock
and Warrant Purchase Agreement dated as of October 11, 1999 and the Stockholders listed on
Exhibits A and B thereto.!

Stockholder’s Agreement dated as of October 11, 1999, by and amqng‘cheneration Technologies,
Inc., the investors set forth on Exhibit A to the Class C Preferred Stock and Warrant Purchase
Agreement dated as of October 11, 1999 and the Stockholders listed on Exhibits A, B and C thereto.!

Specimen Stock Certificate.!

Purchase Agreement, dated November 26, 2002, among the Regeneranon Technologies, Inc. and the
Investors listed on the signature page thereto.

chnsiratlon Rights Agreement, dated November 26, 2002, among Regeneration Technologies, Inc.
and the Investors listed on the signature page thereto.’

Program Transfer Agreement between Regeneration Technologies, Inc. and the University of Florida
Tissue Bank, Inc. dated April 15, 1999.1*

Tissue Recovery Agreement between Regeneration Technologies, Inc. and the University of Florida
Tissue Bank, Inc. dated April 15, 1999.1*

Exclusive Distributorship Agreement betweeri Regeneration Technologies, Inc. and C.R. Bard, Inc,,
dated June 6, 1998.1%

Exclusive License Agreement between Regeneration Technologies, Inc., as successor in interest to
the University of Florida Tissue Bank, Inc. and Exactech, Inc., dated April 22, 1997, as amended.'*

Master Lease Agreement between Regeneration Technologies, Inc., as successor in interest to the
University of Florida Tissue Bank, Inc., and American Equipment Leasing, dated January 23, 1998.!

Purchase Contract between Regeneration Technologlcs Inc. and Echelon International Corp., dated
January 31, 2000, as amended.!

Lease between Echelon Intematlonal Corp. and Regeneration Technologies, Inc., dated February 4, 2000.!
Lease between cheneranion Technologies, Inc. and First Street Group L.C., dated June 14, 1999.!
Omnibus Stock Option Plan.!

Year 2000 Compensation Plan.!

Form of Indemnification Agreement between Regeneration Technologies, Inc. and its directors and
executive officers.!

Employment Agreement between Regeneration Technologies, Inc. and Brian K. Hutchison, dated
November 30, 2001.2

Employment Agreement between Regeneration Technologies, Inc. and Thomas F. Rose, dated
May 1, 2002.7
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Number

10.14

10.15
10:16
10.17
10.18

10.19
10.20
10.21
10.22

10.23

10.24

10.25

10.26

21
231
311

312

321

322

. Descripdon
Incentive Stock Option Gram Agreement between Regeneration Technologies, Inc. and

_ Brian K. Hutchison, dated December 3, 2001.2

Separation Agreement and Release between Regeneration Technologies, Inc. and’ J amie M. Grooms,

dated June 17, 20023
‘ $25,000.000 Loan Agreement, dated as of February 20, 2004, by and among Regeneration

Technologies, Inc. and certain of its subsidiaries and Merrill Lynch Business Financial Services, Inc.’

Employment Agreement beiween Regeneration Téchnologies, Inc. and Roger W. Rose, dated
October 21,2002.8

First Amended Exclusive Distribution and License Agreement, effective as of April 15, 2004,
between Regeneration Technologies, Inc. and Medtronic Sofamor Danek USA, Inc.5*

J Regeneration Technologies, Inc. 2004 Equity Incentive Plan.®

Form of Nonqualified Stock Option Grant Agreement.!0
Form of Incentive Stock Option Grant Agreement. !0

Second Amendment to the First Amended Exclusive Distribution and License Agreement, effective
as of December 15, 2005, between Regeneration Technologies, Inc. and Medtronic Sofamor Danek
USA, Inc.§1

Third Amendment to the First Amended Exclusive Distribution and License Agreement, effective as
of December 15, 2005, between Regeneration Technologies, Inc. and Medtronic Sofamor Danek
USA, Inc.t!

Amended Exclusive Distribution and License Agreement, effective as of December 15, 2005,
between Regeneration Technologies, Inc, and Exactech, Inc.t!!

Fourth Amendment to the First Amended Exclusive Distribution and License Agreement, effective as
of September 12, 2006, between Regeneration Technologles Inc. and Medtromc Sofamor Danek
USA, Inc.12¢

Exchange and Service Agreement, dated December 15, 2006, between Regeneration Technologies,
Inc. and CryoLife, Inc.t ) .

Subsidiaries of the Registrant.2
Consent of Independent Registered Public Accounting Firm,

Certification of Brian K. Hutchison, Chairman, President and Chief Executive Officer, pursuant to
Section 302 of the Sarbanes-Oxley Act of 2002,

Certification of Thomas F. Rose, Vice President, Chief Financial Officer and Secretary, pursuant to
Section 302 of the Sarbanes-Oxley Act of 2002.

Certification of Brian K. Hutchison, Chairman, President and Chief Executive Officer, pursuant to

- Section 906 of the Sarbanes-Oxley Act of 2002, regarding the information contained in Regeneration

Technologies, Inc.’s Annual Report on Form 10-K for the vear ended December 31, 2004.

Certification of Thomas F. Rose, Vice President, Chief Financial Officer and Secretary, pursuant to
Section 906 of the Sarbanes-Oxley Act of 2002, regarding the information contained in Regeneration
Technologies, Inc.”s Annual Report on Form 10-X for the year ended December 31, 2004,

Incorporated by reference to our Registration Statement on Form S-1 (File No. 333-35756).
?  Incorporated by reference to our Annual Report on Form 10-K for the year ended December 31, 2001,
3 Incorporated by reference to our Quarterly Report on Form 10-Q for the quarter ended June 30, 2002.
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Incorporated by reference to our Quarterly Report on Form 10-G for the quarter ended September 30, 2002.
Incorporated by reference to our Current Report on Form 8-K filed on December 2, 2002,

Incorporated by reference to our Annual Report on Form 10-K for the year ended December 31, 2002.
Incorporated by reference to our Annual Report on Form 10-K for the year ended December 31, 2003,
Incorporated by reference to our Quarterly Report on Form 10-Q for the quarter ended March 31, 2004.
Incorporated by reference to our Quarterly Report on Form 10-Q for the quarter ended June 30, 2004.
Incorporated by reference to our Annual Report on Form 10-K for the year ended December 31, 2004,
Incorporated by reference to our Annual Report on Form 10-K for the year ended December 31, 2005.
Incorporated by reference to our Quar"terly Report on Form 10-Q for the quarter ended September 30, 2006.
Confidential treatment granted as to certain portions, which portions were omitted and filed separately with
the Commission.

Confidential treatment requested as to certain portions, which portions were omitted and filed separately
with the Commission.
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Exhibit 31.1
CERTIFICATION
I, Brian K. Hutchison, certify that:
L. I have reviewed this Annual Report on Form 10-K of Regeneration Technologies, Inc.;

2. Based on my knowledge, this report does not contain any unirue siatement of a material fact or omit to
state a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report,
fairly present in all material respects the financial condition, results of operations and cash flows of the registrant
as of, and for, the periods presented in this report;

4. The registrant’s other certifying officer(s) and 1 are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e) and 15d-15(e)) and internal
control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and
have:

{a} Designed such disclosure controls and procedures, or caused such disclosure controls and procedures o
be designed under our supervision, to ensure that material information relating to the registrant,
including its consolidated subsidiaries, is made known to us by others within those entities, particularly
during the pertod in which this report is being prepared;

{b) Designed such internal control over financial reporting, or caused such internal control over financial

reporting to be designed under our supervision, to provide reasonable assurance regarding the

- reliability of financial reporting and the preparation of financial statements for extemal purposes in
accordance with generally accepted accounting principles; '

(c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end
of the period covered by this report based on such evaluation; and ' '

(d) Disclosed in this report any change in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the
“case of an annual report) that has materially affected, or is reasonably likely to materially affect, the
registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer(s) and 1 have disclosed, based on our most recent evaluation of
internal control over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s
board of directors (or persons performing the equivalent functions): '

(a) All significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are reasonably likely to adversely affect the registrant’s ability to record,
process, summarize and report financial information; and

(b) Any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant’s internal control over financial reporting.

/s/  BriaN K. HUTCHISON Date: March 12, 2007

Name: Brian K. Hutchison
Title: Chairman, President and Chief Executive Officer




 Exhibit 31.2
CERTIFICATION
I, Thomas F. Rose, certify that:
1. I have reviewed this Annual Report on Form 10-K of Regeneration Technologies, Inc.;

2. Based on my knowledge, this report does not contain any untrue statement of a material fact or omit to
state a material fact necessary to make the statements made, in light of the circumstances under which such
statements were made, not misleading with respect to the period covered by this report;

3. Based on my knowledge, the financial statements, and other financial information included in this report,
fairly present in all material respects the financial condition, results of operations and cash flows of the registrant
as of, and for, the periods presented in this report;

4, AThe registrant’s other certifying “ofﬁcer(s) and 1 are responsible for establishing and maintaining
disclosure controls and procedures (as defined in Exchange Act Rules 13a-15(e} and 15d-15(¢)) and internal
control over financial reporting (as defined in Exchange Act Rules 13a-15(f) and 15d-15(f)) for the registrant and
have:

(@) Designed such disclosure controls and procedures, or caused such disclosure controls and procedures to
be designed under our supervision, to ensure that material information relating to the registrant,
including its consolidated subsidiaries, is made known to us by others within those entities, particularly
during the period in which this report is being prepared;

(b) Designed such internal control over financial reporting, or caused such internal control over financial
reporting to be designed under our supervision, to provide reascnable assurance regarding the
reliability of financial reporting and the preparation of financial statements for external purposes in
accordance with generally accepted accounting principles;

(c) Evaluated the effectiveness of the registrant’s disclosure controls and procedures and presented in this
report our conclusions about the effectiveness of the disclosure controls and procedures, as of the end
of the period covered by this report based on such evaluation; and

(d) Disclosed in this report any change in the registrant’s internal control over financial reporting that
occurred during the registrant’s most recent fiscal quarter (the registrant’s fourth fiscal quarter in the
case of an annual report) that has materially affected, or is reasonably likely to matcnally affect, the
registrant’s internal control over financial reporting; and

5. The registrant’s other certifying officer(s) and I have disclosed, based on our most recent evaluation of
internal control over financial reporting, to the registrant’s auditors and the audit committee of the registrant’s
board of directors (or persons performing the equivalent functions):

{(a) All significant deficiencies and material weaknesses in the design or operation of internal control over
financial reporting which are ncasonably likely to adversely affect the registrant’s ability to record,
process, summarize and report financial information; and

(b) Any fraud, whether or not material, that involves management or other employees who have a
significant role in the registrant's internal control over financial reporting.

/s/ Taomas F. Rose . Date: March 12, 2007

#

Name: Thomas F. Rose _
Title: Vice President, Chief Financial Officer and Secretary




Exhibit 32.1

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of Regeneration Technologies, Inc. (the “Company”) on Form 10-K for the
year ended December 31, 2006, as filed with the Securities and Exchange Commission on the date hereof (the
“Report™), I, Brian K. Hutchison, Chairman, President and Chief Executive Officer of the Company, hereby
certify, pursuant to 18 U.S.C. §1350, as adopted pursuant to §906 of the Sarbanes-Oxley Act of 2002, and to the
best of my knowledge, that:
1. the Report fully complies with the requirements of Section 13(a) or 15(d} of the Securities Exchange
Act of 1934; and

2. the information contained in the Report fairly presents, in all material respects, the financial condition
- and results of operations of the Company at the end of, and for, the period covered by the Réport.

/s!/  BrianN K. HutcHisoN Date: March 12, 2007

Name: Brian K. Hutchison
Title: Chairman, President and Chief Executive Officer

The foregoing certification is being furnished solely pursuant to Section 906 of the Sarbanes-Oxley Act of 2002
and is not being filed as part of the Report or as a separate disclosure document. A signed original of this
written statement required by Section 906 has been provided to Regeneration Technologies, Inc. and will
be retained by Regeneration Technologies, Inc. and furnished to the Securities and Exchangé Commission

or its staff upon request. :




Exhibit 32.2

CERTIFICATION PURSUANT TO
18 U.S.C. SECTION 1350,
AS ADOPTED PURSUANT TO
SECTION 906 OF THE SARBANES-OXLEY ACT OF 2002

In connection with the Annual Report of Regeneration Technologies, Inc. (the “Company”} on Form 10:K for the
year ended December 31, 2006, as filed with the Securities and Exchange Commission on the date hereof (the
“Report”), 1, Thomas F. Rose, Vice President, Chief Financial Officer and Secretary of the Company, hereby
certify, pursuant to 18 U.S.C. §1350, as adopted pursuant to §906 of the Sarbanes-Oxley Act of 2002, and to the
best of my knowledge, that:

1. the Report fully complies with the requirements of Section 13(a) or 15(d) of the Securitics Exchange
Act of 1934; and

2,  the information contained in the Report fairly presents, .in all material respects, the financial condition

and results of operations of the Company at the end of, and for, the period covered by the Report.

s/ THoMAs F. ROSE ' Date: March 12, 2007

Name: Thomas F. Rose
Title: Vice President, Chief Financial Officer and Secretary

The foregoing certification is being furnished solely pursuant to Section 906 of the Sarbanes-Oxley Act of 2002
and is not being filed as part of the Report or as a separate disclosure document. A signed original of this
written statement required by Section 906 has been provided to Regeneration Technologies, Inc. and will
be retained by Regeneration Technologies, Inc. and furnished to the Securities and Exchange Commission
or its staff upon request. '
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MARKET UPDATE

With these fundamental changes to our
business model, RTl is in an excellent position
to return to sustainable growth and profitability
at the starting line of 2007. We are working
diligently to grow our business in our core
areas of opportunity—spine, orthopedics,
sports medicine and xenograft.

Spine and Orthopedics

In the second half of 2006, we added
distribution relationships with Pioneer Medical
for bone graft substitites for use in the

spine and orthopedics, and with Blackstone
Medical—a division of Orthofix—for spinal
allograft implants. We are in the process of
adding new distributors for both allograft and
xenograft implants and additional relationships
will be coming in 2007. With the level of
donated tissue improving, we expect to be able
to process higher unit volumes in 2007 to meet
the demand of our multiple distributors, which
will ultimately allow the gift of donated tissue
to serve many more patients.

_Sports Medicine
fn our sports medicing segment, we have
already seen significant increases from 2005
to 2006. The direct distribution network we
implemented in the second half of 2005 has
been successful in delivering tendons to meet
the demand for joint repair and reconstruction
surgeries. The increase in market acceptance
of our assembled tendon line—including the
Adjustable BTB—and the fourth quarter launch
of the BioCleanse-sterilized Achilles tendon

has enhanced the sports medicine implant line .

and contributed to the growth in revenues.

The demand in this area is very strong, and
with our BioCleanse-sterilized soft tissue, RTI
has the highest quality implants on the market.
In 2007, we expect to be introducing additional
implants in our assembled tendon line,

such as the Assembled BTB Select, and the
BioCleanse-sterilized meniscus for shoulder
and knee repair.

Xenograft

QOur Sterling® Biological Matrix line continues
to be an area of great opportunity for the
company as we expand our clinical and
marketing efforts and abtain additional
requlatory clearances. These products—
which are based on bavine tissue from an
exclusive closed herd and optimized through
our proprietary BioCleanse process—are
essentially a unique material that we have
introduced to the field of orthopedics. We
anticipate future growth in this segment,

leading to a strong complement ta our allograft
business.

In February 2007, we entered into an
agreement with Wright Medical Group, Inc. to
develop advanced xenograft implants for use in
foot and ankle surgeries. Under the agreement,
Wright Medical will design and distribute the
implants, while BTl will develop, manufacture
and supply Wright's designs. The new implants
for the foot and ankle market will be marketed
by Wright under the CANCELLO-PURE™ brand.
A multi-purpose wedge version of the product
is planned for the second quarter of 2007,

with indication-specific product configurations
scheduled for the second half of 2007.

We have several discussions ongoing for new
development and distribution agreements
hased on RTV's xenograft technology for

other areas of orthopedics, and additional
relationships are expected in 2007,

THE FUTURE OF RTI

We are enthusiastic about our future.
Evidenced by the solid demand for tissue-
based products by surgeons we are in a
beneficial position in our core areas of spine,
sports medicine and orthopedics. We have
industry-leading processes and a best-in-class
product portfolio. Our commitment to science,
safety and innovation continues to lead the
evolution of biologics in healthcare.

Our newly focused business model provides
much more freedom to respond to new
prospects and mare flexibility to react quickly
to market needs. The improvements to our
model are not only beneficial to RT), but

also to the medical community and patients
who receive our products. Today, we have
more control over our business than at any
point in our company’s history. Our senior
management is focused on powering forward,
taking advantage of the opportunities that lay
before us to develop a business with sustained
growth and profitability.

We appreciate the continued support of our
shareholders. | would also like to thank our
talented and dedicated team at RTI who have
all worked tirelessly this year to reshape

our business and for their deep commitment
to imprave lives through the power of
biologics. We look forward to gaining positive
momentum in 2007 and beyond.

K.«

Poos MILESTOI\IIE

March Launch of Sterling® Xenograﬁ Lme
and BioSet™ DBM
The Sterling line, which includes |nterference tF
sCrews and cancellous chips and cubes, pyovndes
s Urgeons an expanded supply of safe, sterile tissug
Al that is a natural altemative to autograft, allograft
and synthetic resorbable materials. A 2002 study,
W concluded that the BioCleanse® treatmem process
renders bovine xenograft essentially equivalentitoy
allograft

May Assembled Bone Tendon Bone I.|ne
MLaunched with Adjustable BTB P
[he Adjustable BTB is the first bone patellar 3
bone graft that can be easily tailored by the
jlsUrgeon to fit individual patients. Sterilized
il through BioCleanse, the Adjustable BT8 offersithe
ERllexibitity of soft tissue grafts with bone tendnn .
ERbone fixation. -

il ine: CE Mark for Sterling Implants

EMRTI's Sterling line of implants received its 3
(I first CE Mark, clearing the way for European 3
HCistribution. The implants receiving the CE Magk
[linclude Sterling Canceilous Chips, Sterling
I8 ancellous Cubes, Sterling Suture Anchor, Sterling
il Interference Screw ST, Sterling 1nteﬁerence Screw
T, Sterling Impacted Cortical Wedge, Sterlmg
impacted Cortical Ring, Sterling SR, Sterting 1
Machined Dowel and the Sterling Wedge

W August: Clinical Evaluation Begun for
W Sterling Implants Used in Spinal Surgeries
The Sterling Impacted Cortical Spacer was used
Wi 2 one-level anterior cervicat fusion at the :
Department of Orthapedic Surgery, Umversny
Hospital of Bordeaux, France. This surgery 3
represented the first human |mplantat|nn of ATI'S
Sterllng interbody device. !

Seplember: Amended Contract with ;
i Medtronic Sofamor Danek USA ¢
HIhe contract amendments dealt with exclusivily
W niovisions, transfer fee structures and intellectual
Wnroperty rights for spinal allograft distribytion;
iRVVith the new amended contract, RT! is better §
i pusmaned to eféectively and efficiently meet
IISD's product demand as well as maximize the

glft of human donated tissue. } 2

! November: Strategic Tissue Sourcmg
M Relationship with Tutegen

AT gained first right of refusal te all soft t|ssu
5ed in sports medicine surgeries recovered by,
Titogen's recovery partners. Likewise, Tutogen)
jll0ained first right of refusal to dermis, fascia and
pencard:um recovered by RT| Donor Servaces 3

_ Decemher Exchange and Service Agreemenl
awith Cryolife b
BT 11 essentially exchanged our cardsovascula! z
{llDUsiness for CryoLife, [nc.’s orthopedic sports
{@medicine business. RTI ceased accepting donated
(lhiman cardiovascular tissues, resulting in the
Al Closing of RTI-Cardiovascular in Birmingham, Alg®

December: Manufacturing Agreemem wulh
Blackstone Medical
I NT! agreed to manufacture cervical spmal grafts
from designs developed by Blackstone, which-are
W then sterilized through the BioCleanse process?
B This partnership will allow both companies to-bring
il the best biologic alternatives to patients joining
(M Blackstone’s advanced engineering capahumes
Elith RTU's proven method to manufacture and §
cistribute safe and effective implants. F
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RORWARD LOOKING STATEMENT

This Letter 1o Shareholders and the documents incorporated by
——==reference-contain forward-looking statements that have been
==—madg:pursuantto:the. the.provisions of the Private Securtties Litigation
TN,

;@wj 9957 These. forward-looking statements are based on
‘*—-—-—ﬁ_:

curientexpectations=estin; estsmates and projections about our industry,

e —— L

our management s:beliefs: and\certam assumptlons made by our
SN .
management. Words Suchzz ashantk_\pates exgacts “intends,” "plans,
“believes,” "seeks,’ esnmates\”‘varlatlons~of‘such~w0rds and similar

NS
expressions are intended to lde\ntlfy sucQ\ \\\ \\é“l\ &ﬁs

These statements are not guarantees o\f\f\gtg\r e \aa\d‘ar 5
subject to certain risks, uncertaintiss\and assumpnens that ?ﬁcN '
T R kh

to predict; therefore, actual results may\dlf\{er\ matenallv fr&‘n{ osg

expressed or forecasted in any such fo\r rd\loek gs\’i\ate\ma\rlt
required by law, we undertake no obligation to\update pualbly any
forward-looking statements, whether as'a res\uit\gfxnew\mfogt o
future events or otherwise. However, readers shotid \@_r_a?f?uiiy,réw
the risk factors set forth in other reports or documants*the registrant

files from time to time with the Securities and Exchange Commission.

VISION Stiau=vIENT

We will be the leader in using the hody to heal the body through the use
of natural tissue and innovative technologies.

*.- Peter F. Gearen, M.D.
Chairman s
. Department of Orthopaedics and
Rehabilitation, University of Florida

- Michael J. Odrich
Managing Director
Head of Private Equity

- Lehman Brothers, Inc.
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- President
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- David J. Simpson
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* Investor Relations
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IR@rtix.com

INDEPENDENT AUDITORS
Deloitte & Touche, LLP
201 East Kennedy Boulevard
~ Suite 1200
. Tampa, Fonda 33602

Our mission is to enhance the lives of patients by pioneering health
solutions through regenerative medicine.

AUDIT COMMITTEE
Philip R. Chapman
-4 Peter F Gearen, M.D.
" David J. Simpson

ABO U

RTI processes allograft and xenograft tissue into shaped implants for
use in orthopedic and other surgeries with a commitment to science,
safety and innovation. . _
TRANSFER AGENT
Registrar and Transfer Company
: 10 Commerce Drive
¢, Cranford, NJ 87016
© 908-497-2300

RTI also holds the patents on BioCleanse®, the only proven tissue
sterilization process validated to eliminate viruses, bacteria, fungi and
spores from tissue without impacting the structural or biomechanical
integrity of the tissue. The company has distributed more than half

a million allograft implants sterilized with the BioCleanse process

with zero incidence of infection. RTI is accredited by the American
Association of Tissue Banks and was named a 2004 Technology Pioneer

by the World Economic Forum. [ ZNQ)

.CORPORATE COUNSEL
Fulbright & Jaworski, LL.P.
. B66 Fifth Avenue, 31st Floor
* " New York, NY 10103
- 212-318-3076




